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PREFACE 


^ the two earlier editions, this Third Edition is a textbook in auditing 
„dples and procedure designed for the student and the general practi¬ 
ce. Its purpose is to give the student a working knowledge of auditing 
! .edure through the application of auditing principles. As before, ac- 
lunting theory is left to its proper place in books on elementary and ad- 
[nced accounting, except in those cases where it seemed advisable to enter 
to theoretical accounting concepts so that procedure might be clarified for 
e reader. Like its predecessors, too, this Third Edition is npt specialized, 
ft: deals with auditing practices applicable to mer'chanSislng and manu- 
:!turing concerns in general. 

However, those familiar with the preceding editions will recognize that, 
die the essential aims of the book remain unchanged, the Third Edition 
"resents a thorough revision. The treatment has been modernized in all 
jects; procedures and standards are those currently accepted; and the pres- 
-ation has been made more logical. Pronouncements, research bulletins, 
d statements of auditing procedure issued by the American Institute of 
xountants have been woven into the discussion, as have the regulations of 
Securities and Exchange Commission. 

The audit program which was formerly given all together in one chapter 
now broken into its topical components and distributed throughout the 
>ok. Now a sequentially numbered audit program begins each chapter, and 
e procedures to be followed are discussed in a similarly numbered se- 
Lence in the chapter. Each chapter is concluded with an auditing standard 
hich must be fulfilled in any auditing engagement. It is felt that by this 
rm of organization the student will be more effectively aided in learning 
'W to audit in a logical and proper manner and with proper understanding 
, and regard for, auditing standards. 

For the first time, in the present edition, the material used for illustrative 
-rposes has been made to stand out sharply typographically so that the 
cement of a principle is tied closely in the student's mind with a clearly 
sented example. New questions and problems appear in the material of 
s type provided for each chapter. The illustrative audit and its working 
jDers have been completely revised. Entirely new in this edition is the pres- 
'ation in Chapter 6 of the amount of raw data needed as a sample for each 
tion of an audit. 

The audit practice problem 'The Steel Materials Manufacturing Com- 
ny” which appeared in the preceding edition of the text as Chapter XXIII 
been dropped from the present edition. Its place is taken by a revised 
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problem issued under separate covers and entitled "Audit Practice Problem: 
The Metal Products Corporation." This step was taken in part to meet the 
widespread demand for a manufacturing audit case for use with any text 
and in part for mechanical reasons. By so issuing the problem apart from the 
text, it was possible to put it into a larger, more usable format and to include 
the working papers along with the problem. 

The universal acceptance of the two earlier editions of this text is deeply 
appreciated by the author, who wishes to thank sincerely all those through¬ 
out the world who have adopted or read the book. Also, he feels indebted 
to the accounting profession, to all accounting instructors, and to other read¬ 
ers who have offered constructive comments and criticisms which have aided 
materially in the work of revision, both in 1945 and the present. Particular 
thanks for reviewing the manuscript of the Third Edition are due Pro¬ 
fessors William B. Jencks of the Ohio State University and Robert E. 
Walden of Indiana University. 


Cincinnati, Ohio 
March, 1951 


Arthur W. Holmes 
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AUDITING CONCEPTS 


* Auditing Defined 

Auditing is the systematic examination and verification of the accounting 
records, vouchers, and other financial and legal records and documents of a 
private or public business organization. The audit is performed in order to 
ascertain the accuracy, integrity, and authenticity of those records and docu¬ 
ments. It is made with the intention of presenting fairly the financial condi¬ 
tion at a given date and the results of operations for a period ending on that 
date, on the basis of consistency and conformity with accepted accounting 
principles. The audit should be performed by an independent person of 
professional competence, who is capable of rendering a professionally expert 
and impartial opinion of the results of the audit, provided an opinion is to 
accompany the report submitted at the conclusion of the examination. 

Accounting, Auditing , and Accountancy 

Accounting. There are many definitions of accounting. It involves the 
design and installation of systems of business operations, the recording of 
business transactions in the records, the construction of financial statements 
from the summarized results of the business transactions, and the analysis 
and interpretation of those financial statements and related statistical data. 
Accounting—in this sense—is performed by management, and the results 
are the representations of management. 

Auditing. Auditing involves a critical analysis and examination of the 
transactions and records of a concern, the interpretation of the results, and 
normally an expression of opinion concerning the records and financial 
statements of the client. This work is done by a person or by persons in¬ 
dependent of management and is intended to determine the reliability of 
management's representations. 

Accounting is primarily constructive and is the work of management, 
whereas auditing is fundamentally analytical and is carried out independently 
of management in order to judge management’s performance. 

Accountancy. The profession of public accountancy offers the following 
principal types of services: 


1 
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1. Auditing, the objective examination of records, accompanied by the 
expression of a competent opinion concerning the financial condition 
and operating results of a client’s business. 

2. Assistance and advice, which varies from indicating accounting entries, 
installing accounting systems, changing accounting procedures, prepar¬ 
ing tax returns, and assisting with internal control, up to advising offi¬ 
cers and the board of directors on matters of accounting, finance, and 
general business policy. 

3. Investigation service, for such matters as the purchase and sale of a 
business, sales analyses, the preparation of budgets, etc. 

4. Representation services, which arise when a client requires representa¬ 
tion in tax matters, security registrations, contract termination, etc. 

Auditor. Jn order to distinguish between the company internal account¬ 
ant as a constructionalist and the auditor as an independent analyst, this text 
frequently will use the term "auditor” in the sense of a professional public 
accountant or certified public accountant, regardless of his rank within his 
accounting firm. 

The Audit Report 

The audit report is the document in which the professional public ac¬ 
countant sets forth the scope and nature of the audit that has been made 
and in which he expresses his independent expert opinion concerning the 
client’s financial statements accompanying the report. 

The audit report may be short, or it may be long; frequently, two reports 
are rendered—a short report to the stockholders and others not in managerial 
or directive positions and a long report to the board of directors. 

As far as persons outside the managerial or directive ranks are concerned 
—stockholders, creditors, etc.—the tangible evidences of an audit are ex¬ 
pressed only in the financial statements and the accompanying report of the 
audit. So that the reader may begin his study of auditing with a concept of 
the expected terminal result, there is submitted below a standard short form 
of audit report or certificate, recommended by the Committee on Auditing 
Procedure of the American Institute of Accountants in October, 1948, and 
used extensively by the accounting profession. 

SHORT FORM AUDIT REPORT OR CERTIFICATE 


Date 

To the Board of Directors of the X Company: 

We have examined the balance sheet of the X Company as of December 31, 
1951, and the related statements of income and surplus 1 for the year then ended. 
Our examination was made in accordance with generally accepted auditing stand- 

1 Accounting Research Bulletin No. 39, issued in October, 1949, recommends that the 
tefm "surplus” be discontinued and that the term "retained income” or "accumulated 
earnings” be used instead. 
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ards, and accordingly included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 

In our opinion, the accompanying balance sheet and statements of income 
and surplus 1 present fairly the financial position of the X Company at December 
31, 1951, and the results of its operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a basis consistent with 
that of the preceding year. 

(Signed) A, B, and C 

Certified Public Accountants 

The scope and nature section (first paragraph) of the report is factual, 
and the opinion section (second paragraph) represents the considered judg¬ 
ment of the auditor. The report may be expanded by inserting qualifying or 
explanatory material between the first and second paragraphs. If the auditing 
standards and procedures to be described are not followed, the opinion can¬ 
not be rendered in the terms set forth in the illustrative report, above. 

External Auditing; Internal Auditing 

Audits may be (1) externally conducted by professional public account¬ 
ants or (2) internally conducted by regular employees of the organization 
or (3) internally and externally conducted. If the audit is internal, either 
(a) the deliberate method of auditing is employed, in which event the 
transactions are reviewed in detail; or (b) the automatic method is em¬ 
ployed, wherein the system of internal control in operation is relied upon 
for the verification of the accuracy of the transactions. In a large company 
the internal audit staff may comprise many people; in a small company it 
may not be economically sound to maintain such a separate staff, and con¬ 
sequently the accounting work must be arranged so that correct and effective 
results are forthcoming without deliberate or automatic review. 

The internal auditor and the controller or chief accounting officer of a 
company perform work of a professional nature which is similar in many 
respects to the work done by the public auditor. Although both the internal 
auditor and the independent public auditor do similar work—with varia¬ 
tions in degree and final objective—they are not in competition with one 
another. The internal auditor is concerned with a running review of routine 
transactions and operations and with the improvement of accounting meth¬ 
ods from the point of view of efficiency and the elimination of errors and 
fraud. 

In the use of either external or internal auditing the terminal results are 
the same to the extent of the determination of the accuracy and integrity of 
the accounts and records. When the audit is conducted by independent 
professional public accountants, the opinion of an impartial and disinterested 
expert is a distinct advantage to the organization and a protection of the 
interests of the stockholders, the creditors, and the public. Complete im¬ 
partiality and independence are not possible for the internal auditor, since 
he is less able to divorce himself completely from management. 
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Auditing Standards 

The conformance of financial statements to generally accepted principles 
must be determined in the light of objective standards and not in accordance 
with what the accountant or his client happen to consider sound or accept¬ 
able. Principles of accounting , developed in courses in accounting theory and 
application, are assumed to be understood by the reader. Auditing procedures 
are the acts to be performed during the course of an examination; they are 
not principles or standards but simply involve the methodology followed. 

In the field of, auditing the principles of auditing are commonly referred 
to as "standards.” Auditing standards are not as fully developed or as clearly 
defined or definable as are the principles of accounting. Progress in the de¬ 
velopment of principles results from urging a change in practice, based on 
the assumption that the premise is sound, though not universally accepted at 
that time. 

As far as use in accounting is concerned, a principle is a settled rule of 
action or a governing law of conduct, according to Webster’s New Inter¬ 
national Dictionary. The principles must stand the test of scientific investi¬ 
gation. Fundamentally, auditing standards are the underlying principles of 
auditing which control the nature and extent of the evidence to be obtained 
by means of auditing procedures. In other words, a standard is a measuring 
device of applied procedures, resulting in general acceptability of the results 
of the performance. 

In October, 1^48, the Committee on Auditing Procedure of the American 
Institute of Accountants issued the following statement: 

Auditing standards may be said to be differentiated from auditing procedures 
in that the latter relate to acts to be performed, whereas the former deal with 
measures of the quality of the performance of those acts, and the objectives to 
be attained in the employment of the procedures undertaken. Auditing standards 
as thus distinct from auditing procedures concern themselves not only with the 
auditor’s professional qualities but also with his judgment exercised in the con¬ 
duct of his examination and in his reporting thereon. 

The Committee has set forth the following standards: 

General Standards 

1. The examination is to be performed by a person or persons having adequate 
technical training and proficiency as an auditor. 

2. In all matters relating to the assignment an independence in mental atti¬ 
tude is to be maintained by the auditor or auditors. 

3. Due professional care is to be exercised in the performance of the exami¬ 
nation and in the preparation of the report. 

Standards of Field Work 

1. The work is to be adequately planned and assistants, if any, are to be 
properly supervised. 
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2. There is to be a proper study and evaluation of the existing internal con¬ 
trol as a basis for reliance thereon and for the determination of the re¬ 
sultant extent of the tests to which auditing procedures are to be restricted. 

3. Sufficient competent evidential matter is to be obtained through inspection, 
observation, inquiries, and confirmations to afford a reasonable basis for ' 
an opinion regarding the financial statements under examination. 

STANDARDS OF REPORTING 

1. The report shall state whether the financial statements are presented in 
accordance with generally accepted principles of accounting. 

2. The report shall state whether such principles have been consistently ob¬ 
served in the current period in relation to the preceding period. 

3. Informative disclosures in the financial statements are to be regarded as 
reasonably adequate unless otherwise stated in the report. 

Thus, auditing standards are measuring devices 'or models to which the 
audit must conform; the standards are established by authority of opinion, 
custom, and general consent. Auditing procedures are based on professional 
judgment applicable in the circumstances, resulting in fulfillment of the 
standard. 

As this book progresses, standards will be developed and plainly set forth 
as such; they will be differentiated from procedures. In certain instances the 
standards set forth will be those of the Committee on Auditing Procedure. 

Auditing Procedures 

As stated in the preceding section, auditing procedures are the acts to be 
performed during the course of an examination; these procedures lead to 
proof of accuracy of the accounts and financial statements. A major portion 
of this book is devoted to the development of auditing procedures; at this 
point the procedures used during the course of an audit are summarized in 
order to give the reader a general picture of the work to be done prior to the 
presentation of financial statements and audit reports. The results of the pro¬ 
cedures must measure up to the auditing standards set forth on pages 4-5 
and to other standards to be developed. In every audit there must be review 
and observation, inspection and count, evidence proof, accuracy proof, and 
reconciliation (see Standards 2 and 3, under Standards of Field ^Work, 
p. 4. With these requirements in mind, the auditing procedures may be 
briefed as follows: 

1. Review internal control If a client has established an effective system of 
accounting and office operation whereby the possibility of errors is minimized 
and the possibilities of fraud are remote, he may be said to have an effective 
system of internal control. The extent of the detailed verification of the public 
accountant depends in great measure on the effectiveness of the system of 
internal control; therefore, the public accountant must review the system of 
internal control in operation in order to determine the extent of his remain¬ 
ing audit procedures. 
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2. Inspect and count. Inspection and count procedures represent the competent 
examination of a client’s assets—cash, notes receivable, inventories, investment 
securities, machinery, etc. 

3. Obtain evidence proof. There must be proof of the existence, legitimacy, 
and accuracy of documentary evidence which resulted in entries in the client’s 
records. The majority of accounting entries are the result of transactions with 
outsiders and normally are evidenced by some type of document that is avail¬ 
able for auditing examination. The following are a few examples of docu¬ 
ments that co nstitu te ^vidence^ proof: 

a) Documents in support of asset accounts: bank statements, an independent 
certification from the bank, notes receivable, brokers’ invoices for invest¬ 
ment securities, inventory count sheets, bills of lading, creditors’ invoices, 
sales orders, sales invoices, shipping records, consignment contracts and 
records, confirmations from customers, deeds or titles of abstract for real 
property, tax bills, patent letters, and contracts. 

b) Documents in support of liability accounts: purchase requisitions, pur¬ 
chase orders, creditors’ invoices, receiving records, disbursement records; 
copies of mortgages, contracts, and confirmations. 

c) Documents in support of activities and agreements: partnership agree¬ 
ments, corporate charters, code of regulations, minutes of directors’ meet¬ 
ings, minutes of stockholders’ meetings, reports on activities of regulatory 
commissions, laws of a government body, budget appropriations; resolu¬ 
tions for surplus appropriations, asset pledging, loan agreements, and 
dividend declarations. 

d) Documents in support of internal and interdivision transactions: employ¬ 
ment records, earning records, payroll certifications, production orders, 
cost accumulations by departments or by products, depreciation analyses; 
interdivision purchase orders, cash transfers, and approved general journal 
entry transactions. 

4. Obtain accuracy proof. There must be proof of the accuracy of entries in the 
records of original entry and in the accounts; the evidence proofs are traced 
to the records and accounts, verified individually and in total. 

5. Prepare reconciliations. This involves comparing the client’s records with 
data obtained from independent sources. For example, the bank balance is 
reconciled to the Cash ledger account balance; the total of the sales invoices 
for a period may be reconciled with the total charges to customers for the 
same period, etc. 

Development of Auditing 

The profession of accountancy has become a social force. Although pub¬ 
lic accountancy is one of the younger professions, in the past forty years its 
strides forward have been tremendous; since World War II the progress has 
been at an accelerated rate. Accounting could not develop at a speed in 
excess of tfjlWevelopment in economic theory, finance, and business conduct 
in general. Professional standing is the result of public concession and is 
never the result of the claims of practitioners. The profession of accountancy 
is on a par with other professions with respect to ethical conduct and on an 
approximate par with respect to training and experience required for ad- 
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mission to public practice. Legal, educational, and preliminary public prac¬ 
tice requirements are constantly being raised in the majority of the states of 
the Union. 

Bookkeeping and accounting in very rudimentary form were practiced as 
soon as civilization developed to a stage where business transactions took 
place between people. Pacioli, an Italian, wrote a treatise on bookkeeping 
late in the fifteenth century. Accounting developed slowly, but in keeping 
with economic theory and business practice, during the sixteenth, seven¬ 
teenth, and eighteenth centuries. Late in the eighteenth century, men estab¬ 
lished themselves as public accountants; however, they quite commonly 
were little more than copyists and letter writers. In the nineteenth century 
the "expert” bookkeeper came into existence. His chief function was to trace 
fraudulent transactions and to locate errors. Late in the nineteenth century 
and early in the twentieth century, accounting treatises and texts began to 
make their appearance; and, together with the increased size of business 
units and multiplicity of transactions, accounting theory and practice de- 
vAlppjfRapidly until today, when we find the competent public accountant 
well trained in economics, finance, business law, and accounting, and acting 
in^the capacity of financial and accounting adviser and consultant. 

Purposes and Advantages of Audits 

Purposes. Modern business is involved and complicated in its financial 
ramifications. Apparently, specialization is an outstanding manifestation of 
our economic life. As the principles and conduct of business have advanced, 
and as financial operations and ramifications have become more involved in 
the past several decades, the purposes for which audits are performed like¬ 
wise have come to cover an increasingly wider scope of activities. These 
activities correspond to the services of the profession of public accountancy, 
indicated on page 2. Scientifically, the present-day auditor must be a well- 
trained individual, so that he can keep pace with the business field and aid 
in leading business to a stage of profitable and sound operation. 

The general classification of purposes for which audits are made may be 
expressed as follows: ^ 

• 1. To determine and report on the financial condition and operations of a 
business. 

1 2. To detect fraud. 

13- To detect errors. 

I 4. To have the accountant act as adviser to and representative of the owners 
and management. 

Advantages. Jhe average businessman cannot hope to maintain all of 
the various phases of his business at his immediate command at all timesT " 
He depends upon his associates and employees to advise him and to consult 
with him in many matters of daily operation. He relies upon a disinterested 
professional outsider to advise him upon his financial and accounting prob- 
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lems; this person is the auditor, whose duty it is to bring to his client fresh, 
sound advice, comment, and analyses, and to present the financial statements 
of the client on a creditable and impartial basis. By employing the auditor, 
the businessman receives data, ideas, and reactions that otherwise would be 
lost to Him for the more efficient and profitable operation of his business. 
The auditor also frequently causes the employees of the client to put forth 
their best efforts for accuracy and honesty. 

The advantages of an adequate audit may be expressed by the following 
direct and indirect uses of certified financial statements and the accompanying 
report of the audit: 

Direct Uses 

1. To supply owners, management, and labor with financial statements of 
condition and operations at regular intervals, certified by an impartial and 
independent authority. 

2. To serve as the basis for the extension of short-term credit by banks and 
suppliers. 

3. To supply credit agencies with proper information for the preparation of 
their ratings. 

4. To serve as the basis for the preparation of tax returns to federal, state, 
and local governments. 

5. To establish the amounts of casualty losses from fire, theft, burglary, etc. 

6. To enable fiscal agents to obtain surety. 

7. To determine amounts receivable or payable under (a) agreements for 
bonuses based on profits, ( b ) contracts for sharing expenses, and 

J ( c) cost-plus contracts. 

8. To assist in patent litigation, licensing agreements, etc. 

-9. To provide information for a proposed change in the financial structure 
of an enterprise. 

10. To protect the public through compliance with registration requirements 
of the Federal Securities Act and the Securities Exchange Act. 

11. To serve as a basis for the answering of questionnaires for stock ex¬ 
changes, government bureaus, etc. 

— 12. To serve as a safeguard to the public; this is particularly true in examina¬ 
tions of records of governmental departments, public utilities, and evert 
private businesses when accounting information is required for rate¬ 
making or price-fixing purposes. 

13. To serve as a basis for determining action in bankruptcy and insolvency 
cases. 

14. To determine proper execution of trust agreements, partnership agree¬ 
ments, etc. 

15. To supply both buyer and seller with correct financial information in the 
event of a proposed sale and purchase of a business or in the event of a 
merger. 

16. To furnish estates of deceased persons (particularly partners or stock¬ 
holders in close corporations) with correct information in order to obtain 
proper settlements and avoid possible costly litigation. 

17. To indicate the general financial stewardship of the client. 
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Indirect or Miscellaneous Uses 

1. To curtail fraud. 

2. To serve as a basis for rewarding deserving employees. 

3. To correct causes of fluctuations in proflts and losses. 

4. To establish and/or improve systems of internal check and control. 

5. To serve as the basis for proposed changes in accounting techniques. 

6. To assist federal and state examiners in their examinations as required 
by state and federal laws for building and loan associations, banks, etc. 

Classes of Audits 

Audits may be divided into several classes or types. Each audit engage¬ 
ment has its own individual characteristics and peculiarities, and no two 
engagements are precisely similar. Regardless of individual peculiarities and 
lack of similarity, the general type of audit to be performed in each indi¬ 
vidual engagement depends in great measure upon (a) the purpose for 
which the audit is performed, ( b) the accuracy and adequacy of the ac¬ 
counts and other records, and (r) the adequacy of the system of internal 
control. 

Although audits cannot be reduced to a common denominator of inflexible 
rule and standard, they may be classified as follows: 

1. Balance sheet audit (or examination of financial condition). This is not a 
common type of audit. 

2. General audit, or balance sheet audit with a test and review of expense 
and income accounts (or examination of financial condition with a review 
of operations). This is the type of audit commonly performed. 

3. Detailed audits (complete audits). This is not a common type of audit. 

4. Special audits. 

Regardless of the so-called "class” of audit, it must be realized that the 
difference between these classes is primarily one of degree or emphasis. The 
auditor must exercise every talent and disregard rigid lines of demarcation 
between classes of audits in order to be certain that he has accomplished the 
purpose for which the audit is made and in order that a proper opinion may 
be rendered. 

ILLUSTRATION. If the terms of the engagement are for the perform¬ 
ance of a balance sheet audit, with a certification of the balance sheet 
only, and if it is discovered that certain transactions and accounts have 
been handled in a manner that would make it impossible to certify to 
the balance sheet without additional investigation, it is the duty of the 
auditor to discuss with the client the advisability of extending the audit 
procedures. The scope of the audit should not be extended without first 
obtaining the consent of the client. As a converse situation, a client may 
desire a detailed audit; the auditor might discover, however, that the 
system of internal control in operation is so effective that a detailed 
reveiw of each transaction would be a waste of time and an unnecessary 
expense to the client. The auditor should call the attention of the client 
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to such a situation and, with the consent of the client, reduce the de¬ 
tailed work The majority of clients normally leave the amount of work 
to the judgment and discretion of the auditor, realizing that he is best 
equipped to make the decision 

Balance Sheet Audit A balance sheet audit consists of the verification 
of all includible balance sheet items, together with the examination of ex¬ 
pense and income accounts which are so closely related to the balance sheet 
items that a balance sheet cannot properly be verified without such analysis 
and test Records, vouchers, books, and accounts are examined, capital and 
surplus accounts are analyzed 

In outline form a balance sheet audit will include the following 

1 An examination of partnership agreements, the corporate charter and 
amendments thereto, minutes of the board of directors, contracts, and the 
system of accounting in force 

2 The establishment of the ownership of all assets to be included in the 
balance sheet 

3 Proof that all assets owned are included 

4 The inclusion of these assets in the balance sheet in accordance with 
accepted principles of accounting 

5 Proof that all liabilities are included and are of proved amount 

6 The inspection of adjusting and closing entries and of any other entries 
necessary to the production of the balance sheet 

7 Evidence for the conclusion that capital reserves are properly authorized 
and are of proper amount 

8 Evidence for the conclusion that capital stock issues are properly author¬ 
ized and are recorded in proper amount 

9 An analysis of charges and credits to the earned and other surplus ac¬ 
counts to assure their propriety for inclusion in the balance sheet 

In the report of the audit, ^a) the auditor must state the limitations of 
the engagement pertinent to a balance sheet audit, and (b) he must not 
render a certification of the income statement, since he was prohibited from 
an examination extensive enough to render such a certification 

The General Audit, or the Balance Sheet Audit unth a Test of Expense 
and Income Accounts The general audit includes, in addition to the nine 
points set forth for a balance sheet audit, the following 

10 The test and analysis of expense and income accounts to the extent neces¬ 
sary to permit an expression of opinion of the statement of income and 
retained income, in addition to the opinion or certification rendered as to 
the balance sheet The tests are made on the premise that a sufficient sta¬ 
tistical sample will reveal errors 

In the majority of cases, the audit is a balance sheet audit with a test of 
expense and income accounts—the general audit. The amount of detailed 
verification differs in each audit, the extensiveness of the tests to be applied 
during the audit is dependent on (a) the adequacy of the system of internal 
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control in operation, (b) the purpose of the audit, ( c) the condition of the 
accounts and records, ( d ) the particular emphasis desired by the client, and 
(e) the necessity of obtaining certain information on one engagement which 
is not important in another and which may cause a shift in emphasis between 
engagements. 

The testing of transactions may be on a "random” basis or on a "block” 
basis; both methods will be developed later. In random testing, every tenth 
sales invoice and its related papers and entries in the records may be 
examined. In block testing, the auditor may examine all sales invoices and 
related data for January and December of the year under audit. The results 
of either method of testing may develop unforeseen conditions and point to 
the necessity for additional testing. 

ILLUSTRATION. In examining invoices from creditors and the related 
purchase orders and receiving records, every fifth invoice was selected 
for examination; after 200 invoices had been examined, it was dis¬ 
covered that the client had been overcharged $8,000 by certain sup¬ 
pliers. As a result the client agreed that all invoices from these particular 
suppliers should be verified. 

Detailed Audit. In a detailed audit, detailed verification is made of the 
correctness of all transactions and all accounts with respect to mathematical 
accuracy, accountability, and the correct application of principles of account¬ 
ing. The auditor must follow all steps listed for a balance sheet audit. In 
addition, he must verify all revenue; verify all expenses; verify all cash 
receipts; verify all cash disbursements; prove all footings of records of 
original entry; verify all postings to control and subsidiary accounts; ex¬ 
amine all vouchers for expenses, purchases, payroll, inventory purchases, 
asset acquisitions, and disbursements, and trace them to the original records; 
compare sales orders with shipping records and trace them to the original 
records; analyze and compare costs and expenses; verify purchases and sales 
returns, etc. 

At the present time a completely detailed audit is a rarity because of the 
cost involved. Furthermore, the system of internal control usually makes a 
detailed audit unnecessary, except under extraordinary circumstances. 

Special Audits. Special audits are usually the result of a special objective 
and are not for the general verification of financial condition and operating 
results. In a special audit the accuracy of selected accounts is determined by 
an examination of the data underlying the selected accounts. Each special 
audit is detailed but limited. 

A special audit might be made of merchandise purchases if it were 
suspected that purchases of items for employees were being paid for with 
company funds. Or such an audit might be made to detect unauthorized 
purchases or to insure that suppliers were not overcharging by computing 
invoice extensions and footings incorrectly. 

A special cash audit might be made if there existed a suspicion of em- 
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bezzlement. A statement of cash receipts and disbursements is usually pre¬ 
dominant in the report of a cash audit. 

A payroll audit may be required for the following reasons: to verify the 
accuracy of social security tax computations, income taxes withheld, federal 
and state unemployment taxes, and workmen’s compensation insurance com¬ 
putations; to verify the accuracy of total wages paid; to prove the existence 
or non-existence of payroll padding; and to arrive at a basis for the installa¬ 
tion of a better payroll system. 

General Discussion of the Classes of Audits. In any audit, not only the 
correctness of the book figures but also the existence of the recorded assets 
and liabilities must be determined. Furthermore, it is necessary to exercise 
every possible care in order to be certain that all assets and liabilities which 
should be entered are recorded and that none are entered that should not be 
recorded. 

A satisfactory system of internal control is of major assistance in an audit. 
If the system of internal control is inadequate, the auditor must perform ad¬ 
ditional detailed work in order to satisfy himself of the accuracy of assets, 
liabilities, capital, reserves, expenses, and incomes. Even when the system of 
internal control is effective, it is common practice— in all but extremely 
large engagements —for the auditor to verify transactions for one, two, or 
three months of the period under audit or to test transactions on a random 
basis. Of course, work that has been performed by the client’s staff to the 
satisfaction of the auditor should not be duplicated. The effect of an ade¬ 
quate system of internal control is to eliminate a vast amount of work in 
connection with the discovery of fraudulent and incorrectly recorded trans¬ 
actions; in addition, both the auditor and the client are given greater assur¬ 
ance that assets and liabilities are correctly stated. 

Although certain verifications may be in the form of tests, the verifica¬ 
tions must be of sufficient minuteness to satisfy the auditor of the correctness 
of all transactions. The auditor must be certain that all transactions which 
should be recorded are entered, so that fraud may not exist, for example, 
through the non-recording of cash receipts from accounts receivable and 
the writing-off of the collected accounts to Bad Debts Expense. Again, the 
system of internal control will be a determining factor in the decision of the 
auditor concerning the amount of detailed checking to be done. The less 
efficient the system of internal control, the greater the detail of the audit. 

The operating procedure followed in each audit may differ from that in 
each other audit; each audit must be handled in a manner that fits the par¬ 
ticular situation. In many instances, there arise unforeseen conditions and 
contingencies which cause the auditor to depart from a scheduled routine. 
However, the four objectives listed on page 7 should be accomplished in 
every audit. 

The auditor gathers material for his report by means of the examination 
of evidence submitted by the client. The evidence may be documentary, in¬ 
cluding all papers, records, and documents in support of a transaction, sup- 
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plied by the client or by outsiders; it may be oral, consisting of information 
furnished by officers and employees; or it may be circumstantial, which in¬ 
dicates reliance upon the system of internal control. Oral and circumstantial 
evidence does not constitute irrefutable proof; therefore, the auditor supple¬ 
ments this type of evidence with satisfactory auditing procedures. In certain 
cases, only one line of evidence is necessary to convince the auditor of the 
validity of a transaction; in certain other cases, the auditor may investigate 
all evidences as a prerequisite to his expression of judgment. 

It is not common practice for an auditor to appraise physical properties. 
Competent engineers, specialists, and real-estate men are better qualified for 
work of this nature than is the average auditor. However, if he feels assured 
that real and personal properties are carried at fair figures, the auditor can 
determine the adequacy of insurance coverage, distinguish between capital 
and revenue expenditures as indicated by the client, and fully account for all 
financial matters concerning the assets. Modern general audits seldom in¬ 
volve the taking of inventories by the auditor; but they do involve a com¬ 
prehensive test-check of quantity, a critical study of inventory valuation, a 
comprehensive check of the client’s inventory figures, and perhaps a super¬ 
vision of the inventory-taking procedure. Auditors commonly do not actually 
take inventory. 

In the case of a balance sheet audit or a detailed audit, the underlying 
principles and the procedures of conduct are the same; the differences lie in 
the degree of intensive investigation of individual transactions. There is no 
wall between any two classes of audits—they merge into each other of their 
own accord. The accountant must always remember that in any audit the 
work must be fully performed, regardless of the class-name attached to the 
audit. Many accountants believe that the names commonly attaching to an 
audit should be dropped and the simple term "audit” substituted. Perhaps 
they are right; the requirements of each engagement will determine the 
amount of work to be done in any case, and the emphasis must be on the 
practical realities of the case in hand and not upon automatic standard 
pptffedures. 

Continuous Audits ; Periodic Audits 

When the independent public accountant visits the client at frequent 
intervals during the fiscal period—assume once each month or even daily 
—and at the time of his visit brings up to date all audit work since his 
preceding visit, the audit is referred to as a "continuous” or an "interim” 
audit. The distinction between these two terms is sometimes made on the 
following basis: a continuous audit occurs when the auditor is frequently 
(daily or weekly) in the client’s office; an interim audit occurs when the 
auditor visits the client once a month. When the audit is performed on a 
continuous or interim basis, the client should be given frequent letters or 
reports stating the progress made during the course of the work, the situa¬ 
tions requiring correction, and any other matters of interest to the client. 
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These letters or reports are not similar to a formal audit report and contain 
no opinion or certification. 

When the auditor performs his work annually, semiannually, or quar¬ 
terly, the audit is referred to as a "periodic” audit. Normally, formal reports 
are prepared annually only, with progress reports being used semiannually 
and quarterly. 

Many accounting firms now perform much of their work on an interim 
basis in order to relieve their staffs of extreme burdens at the year end and 
for other reasons set forth below. 

The only disadvantage of continuous or interim auditing is the rath er 
remote possibility of record alteration after an interim visit and prior to the 
final examination for the year. However, if the auditor exercises care in the 
use of continuous trial balances, working papers, and distinctive check marks, 
this possible disadvantage is effectively eliminated. 

There are many advantages to be derived—by the client and by the 
auditor—from the adoption of continuous or interim audit work, a few of 
which are as follows: 

1. It makes possible the spreading of work by the audit staff. 

2. The audit and the annual report may be completed earlier. 

3. The client is induced to keep all accounting on a current basis. 

4. Errors are allocated to short periods. 

5. Fraud may be detected earlier and stopped promptly. 

6. Where necessary, the auditor has time available to verify a larger number 
of transactions. 

7. The client is kept currently informed as to financial condition and progress 
of operations. 

^8. Current assets may be reconciled, confirmed, and tested more frequently. 

7 Investigations 

Investigations are made with the objective of ascertaining specific infor¬ 
mation about some particular phase of a business or its activities; investi¬ 
gations are always limited in scope. In investigations the auditor frequently 
will work in conjunction with lawyers, engineers, insurance companies, and 
appraisers. Some of the objectives for which investigations are made are as 
follows: 

1. For the determination of rights in patent infringement litigation 

2. For the purchase and sale of a business or for a merger 

3. For sales analyses 

4. For factory overhead distribution methods 

5. For the verification of the results of a purchase or sales contract 

6. For a study of depreciation methods and rates 

7. For a study of the efficiency of fixed equipment 

8. For cost analyses of products 

9- For the computation of losses from fire, burglary, etc. 

10. For a study of the adequacy of working capital or total capital . 
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11. For the preparation of reports on internal organization and reorganization 

12. For the determination of action in cases of insolvency and bankruptcy 

13. For the approval of actions of administrators, trustees, and executors 

14. For the preparation of special reports for the Securities and Exchange 
Commission 

The reports prepared for investigations differ from audit reports. The 
service is more that of a business consultant and is often one of the most 
valuable services an accountant can offer. The investigations do not so much 
involve a checking of the accuracy of records as they entail analyses of the 
meaning of existing records, which analyses are to be used as guides for 
action or fo>p*esentation as evidence. 

Perjdfial Qualifications of an Auditor 

The strength of a profession lies in the capacity of its practitioners. The 
legal requirements for certified public accountants are discussed in Chap¬ 
ter 2; the technical and personal qualifications are discussed at this point. 

To be highly qualified as an auditor, a person must possess the following 
personal and technical attributes: 

1. ' Idealism. Professional success originally is built upon the idealism in 

which the profession was founded; the idealism must not be permitted to 
diminish with the passage of time or by the exertion of pressure. 

2. Culture. In the broad sense, culture must be acquired through study and 
reading. 

3. The quality of leadership. Without this attribute, professional status is 
°not attainable. 

4 Character. The auditor must possess a pleasing personality, tact, judgment, 
resourcefulness, imagination, initiative, curiosity, self-control, dignity, and 
the ability to assume responsibility. 

5. /An excellent knowledge of accounting theory. This knowledge is the 

fundamental basis upon which rests all future development and profes¬ 
sional progress of the auditor. 

6. JA thorough knowledge of the operation of modern accounting practice. 

Without this, the techniques or procedures of the auditor will be faulty. 

7. Training in federal, state, and local taxation procedures. 

8. A knowledge of cost accounting. Incorrectly costed products lead to un¬ 
true net income figures. 

9. A knowledge of budget preparation and control. If the auditor’s budgets 
are inaccurate, the client mentally will hold him responsible for differ¬ 
ences between budgeted figures and actual results. 

10. A knowledge of governmental accounting procedure. This is a field of 
increasing activity for the public accountant. 

11. The ability to install accounting systems and office operating systems. 

12. A mastery of modern auditing procedures and practices. Auditing is be- 
cortiio^ more exact in its techniques and measuring devices, and the 
auditormusf be fully conversant with new developments. 

13. Training in commercial law. The laws of sales, contracts, agency, negoti- 
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able instruments, insolvency, and bankruptcy are interwoven with ac 
counting and auditing practice. 

14. A mastery of the English language. The auditor must be able to speal 
well and to write clearly, interestingly, and forcefully. The style of audj 
✓ reports should noc_b e stereotyped. 

ns M sound knowledge of business organization and operation. Advice as 
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Jr to the form of business organization, incorporation procedure, purchas¬ 
ing, and sales procedure may be faulty without this knowledge. 

16. A thorough knowledge of finance. For maximum efficiency, the auditor 

must be well versed in all phases of finance: corporation, partnership, 

/ , and personal. 

17. A good acquaintance with principles of economics. Broad economic prin¬ 
ciples govern modern industrial life. 

IlH. Constructive ability. As an advfser on accounting technique and procedure 
and on the general phases of business operations, the auditor must con¬ 
struct systems, reports, and analyses SO that they will be helpful and under¬ 
standable to the client who relies upon them. 

19- 1 Analytical ability. The auditor, through education, business training, and 
'professional experience, must develop the ability to analyze every situa¬ 
tion which arises in a business. Otherwise, the most important phase of 
auditing—its analytical aspect—is lost; and the auditor is only partially 
efficient. 

20. Experience and training. No one can hope to be a leader in his field with¬ 
out a great amount of experience and rigorous training under proper 
guidance. Experience is one of the best teachers, and years of experience 
and training are necessary in order to attain sufficient ability to operate 
as an outstanding professional accountant. State laws require increasingly 
longer periods of training preceding eligibility to candidacy for the certi¬ 
fied public accountant examinations. 


Without the qualifications enumerated above, the auditor cannot expect 
to make the progress necessary to lift him to the top ranks of his profession. 
Today, specialization is growing in the field of professional public account¬ 
ing. It is quite common to find in the office of a firm of public accountants 
men who specialize in certain fields: taxation, cost accounting, system de¬ 
sign and installation, and so on. Regardless of the specialization the fore¬ 
going qualifications are necessary for complete mastery of professional 
competence. Naturally, the auditor must also have a goodly amount of 
sound common sense. He is a professional person; and his personal attributes, 
coupled with his ability, education, experience, and training, will determine 
in great measure the extent of his success. 


Staff Organization of Public Accountants 

For efficient operation and best results, the office of a firm of public ac¬ 
countants must be well organized. For occupational level purposes, profes¬ 
sional accountants are commonly classified according to responsibility and 
experience. A public accounting firm of at least moderate size usually ha: 
the following occupational levels among its personnel: 
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1. Principcds or Partners. Principals usually are partners—junior or 
senior. The duties of principals or partners vary with the size of the firm. 
The majority of auditing and other professional engagements are obtained 
through the contacts of principals, who also maintain client relationships. 
L n some cases, principals are supervisors or branch managers who report to 
partners. The principals select the staff and lead and plan staff training. 
Principals or partners determine office operating policies. Finished audit re¬ 
ports are approved by principals or partners and are discussed with them by 
supervisors or senior accountants, prior to closing an engagement, to de¬ 
termine if all audit work was properly performed in accordance with the 
terms of the engagement with the client, if it was performed in accordance 
with accepted auditing standards, and if the results of the audit fairly present 
the financial condition and operating results of the engagement. 

A principal or partner must possess mature judgment, and he must be 
resourceful. It is a primary requisite that principals or partners constantly 
maintain high standards of ethical conduct and professional service through¬ 
out the firm practice and among the entire personnel staff. Leadership and 
participation in professional and business societies and organizations are 
expected of partners and principals. Principals and partners are the members 
of the firm who most frequently act in business advisory capacities. 

The personnel discussed in sections 2, 3, 4, and 5, below, are commonly 
referred to as staff members. 

2. Supervisors or Managers. Supervisors, or managers, or supervising 
seniors, or managing seniors, are responsible to partners or principals and 
relieve the latter of many administrative duties by assuming charge of en¬ 
gagements. In all but extremely large offices the partners frequently act as 
supervisors. In a large office a supervisor performs many of the functions of 
a partner or acts as a liaison officer between partners and other members of 
the staff. He spends much of his time conducting several small engagements 
concurrently, or he may supervise several sections of a large engagement; he 
supervises senior accountants, and he reviews and approves working papers 
and drafts of audit reports already passed by the senior accountants. He also 
passes judgment on the audit procedures followed and strives to maintain 
high ethical and professional standards. 

The supervisor is almost always a certified public accountant. He must 
settle accounting problems with the client, after approval by the partners if 
an item of discussion is of material significance. It is usually the supervisor 
who discusses the report ai\d results of the audit with the client. Because of 
the supervisory nature of his duties, he must have the capacity to transcend 
detail and watch for large issues. He must be fully informed on current ac¬ 
counting literature, tax laws, and Securities and Exchange Commission rules 
and requirements. He must possess the point of view of an executive. The 
supervisor often is in direct charge of staff training. 

2 3. Senior Accountants. There are several grades within the senior ac- 
ountant classification. These grades normally are measured by such factors 
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as the quality of the work; the difficulty of the assignments; and the ability 
to supervise others of lower grade, to co-operate with other staff members 
and the partners, to transfer from one assignment to another, to adhere to a 
time budget, and to produce reports. A senior accountant usually is in im¬ 
mediate field charge of the conduct of each audit engagement, and he is 
active both in the field and in the office. He may concurrently be in charge 
of a number of engagements. The senior should be able to plan an audit, 
to assign and supervise semi-seniors and junior accountants, to direct their 
work in an understanding manner, and to assume responsibility for the com¬ 
pletion ©f the audit in the field—all in accordance with firm policy or in¬ 
structions delegated by a partner or supervisor. He must co-ordinate the 
schedules prepared by junior accountants, and he should inform the juniors 
how their work fits into a co-ordinated unit. In the field the senior accountant 
performs the more important audit procedures, such as studying the minutes 
of the meetings of the board of directors, examining the capital structure, 
determining the propriety of the basis of asset valuation, determining 
the adequacy of reserves for depreciation, examining uncollectible account 
charges, and preparing tax returns. The original drafts of financial state¬ 
ments and reports normally are prepared by senior accountants. A senior 
accountant is responsible directly to a supervisor or a partner and must dis¬ 
cuss material matters with his superiors before making commitments. 

It is desirable that a senior accountant be a college graduate. By the time 
he is a senior, he should be a certified public accountant. It is the senior ac¬ 
countant who is responsible for the adequate field training of the junior 
accountants; he must be resourceful and tactful and must possess initiative 
not only for the direction of junior accountants but also for the benefit of 
the client. It is at the senior level that specialization usually starts; the senior 
may show, for example, an interest and proficiency in taxes, budgets, sys¬ 
tems, retail stores, or public utilities. 

4. Semi-senior Accountants . These are persons who, although they are 
not quite as advanced as the senior accountants, have demonstrated the 
ability to conduct an audit or a section thereof with a minimum amount of 
supervision. Semi-seniors may serve as seniors on certain engagements and 
as juniors on others. This classification may be omitted in smaller firms. A 
junior accountant may advance to the semi-senior grade in a period ranging 
from a few months to three or four years, depending upon his technical 
ability, willingness to assume responsibility, ability to work well with clients 
and staff members, and advancement in study. 

The semi-senior accountant must be able to visualize the interrelation¬ 
ships of the various parts of an audit in the unified whole, in order to realize 
the importance of his phase of the engagement. He must advance his powers 
of concentration and perception above those of a junior accountant, and he 
must appreciate the importance of accuracy and of ethical conduct. He must 
possess tact and the ability to co-operate with others; and he must demon¬ 
strate leadership, since he expects to become a senior. He must consult with 
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his senior whenever necessary. He should continue to study. A person be¬ 
comes valuable to a firm after training at the semi-senior level. 

5. Junior Accountants. The junior accountant takes care of detailed 
work on an audit engagement, under the direct supervision of a senior. His 
initial responsibilities are limited, due to lack of training; however, his work 
is of great importance to the senior, to the firm, and to the client. He need 
have no prior experience but should have a good formal technical education, 
preferably at the college level, in schools offering recognized courses in ac¬ 
counting. The present tendency of accounting firms is to select college 
graduates—in many instances on the basis of tests offered by the American 
Institute of Accountants and/or faculty recommendations. In general, the 
statement can be made that the field work of a junior accountant will—to 
mention only a few of the duties—consists of the verification of footings, 
extensions, and postings; he will trace original evidences into the records, 
prepare analyses and schedules, and prepare bank reconciliation statements; 
and he will reconcile controlling accounts and subsidiary ledger accounts. 
The junior accountant must report errors and unusual items and circum¬ 
stances directly to his senior—and to no other person, either on the client’s 
staff or on the accounting firm s staff. 

The qualities possessed by a junior accountant and those developed within 
him constitute his foundation for future success. Although his assignments 
are often monotonous and detailed, he must realize that familiarity with such 
tasks is a necessary prerequisite to success. The junior must work in close 
issociation with men of more experience and mature judgment; he must 
train himself not to divulge information to the client or to the client’s em¬ 
ployees; he must not disclose his criticisms of the client’s accounting or 
personnel to anyone but his senior; he must not be opinionated; he must 
have a good attitude toward his work and must be energetic, industrious, 
conscientious, and patient; he must have stamina for long hours of work; 
he must be curious; he must possess the capacity to grow; and he is expected 
to enhance the dignity of the profession, of his firm, and of his immediate 
uperiors. 

When the junior accountant is first employed, he is often kept in the 
office for several weeks or months prior to being sent out on an engagement. 
While he is in the office, the junior must study the audit manuals of his 
firm, which outline the procedure for the conduct of an audit in the field, 
the preparation of working papers, internal controls, report contents, etc. 
He also may be required to proofread typed reports against the manuscripts, 
to prove all computations in the manuscript reports, to attend lectures given 
by partners and supervisors, to become acquainted with the filing system 
used by the firm, etc. In addition, he must continue with a program of tech¬ 
nical study. 

In smaller accounting firms the five occupational levels outlined may be 
telescoped into the ranks of junior accountant, senior accountant, and part¬ 
ner. There are variations from the preceding personnel outlines, of course, 
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due to differences in size of organizations, branch office distribution, type and 
number of clients, etc. 

A definite line of demarcation does not exist between the duties and re¬ 
sponsibilities of the various occupational levels of staff members; rathfcr, the 
duties shade into each other and overlap at many points. 

6. Other Personnel. In the larger firms, additional office personnel may 
be composed of the following: office manager, librarian, tax consultant, 
calculator operators, clerks, stenographers, file clerks, report typists, book¬ 
keepers, and telephone operators. 

Public accounting firms are organized as partnerships or single proprietor¬ 
ships. Incorporation is forbidden in all states and is prohibited by the rules of 
conduct of professional societies. 

Staff Training 

The profession of accountancy can be no stronger than the ability of its 
personnel. The profession must maintain a position whereby it will be able 
to attract good men and women, select the best, further their academic and 
practical education, and train them for professional recognition. In the past 
several years, educational institutions, the various state societies, and the two 
national societies, working separately and together, have done much to ad¬ 
vance the standards of personnel selection. The Committee on Selection of 
Personnel of the American Institute of Accountants has developed tests and 
measures intended to indicate whether an individual has the ability, the voca¬ 
tional interest, and the general aptitude necessary for the successful practice 
of accounting—private and public. These tests are now used widely in 
American universities and colleges. Many private employers and public ac¬ 
counting firms have established permanent relationships with colleges and 
universities, as a source of personnel. Additional material on education ap¬ 
pears in Chapter 2. 

Staff training begins after employment by a firm of public accountants. 
The staff training is a combination of self-training and training by the em¬ 
ployer. The junior accountant should realize that his professional progress 
and monetary advancement usually are in direct relationship to his efforts 
and ability. The lazy and careless individual discovers—too late—that he 
has harmed himself alone. 

The self-training of an individual involves obtaining an adequate aca¬ 
demic education, solving new and advanced accounting problems, securing 
a complete understanding of the functioning of his firm, acquiring a knowl¬ 
edge of the operations of each client’s business, getting his certification, 
perusing constantly the current literature in accounting, developing his per¬ 
sonality and character, and perfecting his ability to analyze accounting 
situations. Academically, self-training should extend beyond formal account¬ 
ing, in the narrow sense, into the allied fields of economics, mathematics, 
finance, and business law. 

Employer training, as distinguished from self-training, follows various 
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patterns, depending upon the preferences of the individual firm. Each new 
employee is in need of a bridge between his academic training and the work 
in the office of a client. Certain firms require that a prospective employee 
successfully pass an examination as a prerequisite to employment. If such an 
examination is given, a rather thorough academic training in accounting is a 
necessary prerequisite to the examination. Other firms do not require an 
examination but may insist upon certain minimum academic requirements, 
taken in recognized schools offering courses in accounting. 

Once employment is an established fact, the method of employer training 
again will vary. One plan of training is to retain the new employee in the 
office of the firm until he has become acquainted with the staff personnel 
and been trained in the office manuals and in the filing and indexing sys¬ 
tems used; he is then placed under a senior accountant, who trains him 
while both are engaged in the conduct of assignments. Another plan of 
training is to supplement the preceding system with organized staff training 
in the firm’s office. Partners and supervisors may conduct discussions and 
seminars; assign, discuss, and grade specialized problems; demonstrate au¬ 
diting procedures and the reasons for those procedures; discuss current ac¬ 
counting thought; discuss the problems of clients; discuss new laws affecting 
accounting; demonstrate the preparation of working papers; and illustrate 
the preparation of reports. The senior staff members and the partners are 
rotated in the instructional staff, so that the burden is not placed on one 
man, and so that the new employees are given the advantage of the views 
of the senior staff members. 

The Selection of the Auditor by the Client 

In recent years the methods of selecting corporation auditors have be¬ 
come increasingly important; and the methods of selection occupy a promi¬ 
nent place in the minds of the general public, stockholders, and organized 
labor. The interest of the public and other groups in corporate affairs has 
increased, and everyone now recognizes the desirability of a competent in¬ 
dependent audit as an opinion of the stewardship of management. 

The question arises: How should the auditors be appointed? Some cor¬ 
porations delegate the selection to the board of directors. Some corporations 
have the board of directors nominate the auditors, followed by stockholder 
election from the nominations. Some corporations provide for the appoint¬ 
ment of an audit committee from the board of directors; this committee 
makes all arrangements with the accountant selected. The first two methods 
have been suggested by a committee of the New York Stock Exchange. If 
the board of directors elects the auditors, the nominations should be made 
by a committee of non-officer directors. The Securities and Exchange Com¬ 
mission—which regulates security selling in the United States—has recom¬ 
mended that the stockholders elect the auditors from nominations made by 
a committee of non-officer board members. The Investment Company Act 
of 1940 provides that auditors of registered investment companies shall be 



22 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 1 

elected by a committee of non-officer directors at a meeting held within 
thirty days before or after the beginning of the fiscal period, or before the 
annual meeting of the stockholders in that year; the selection of the com¬ 
mittee of the board of directors must be submitted to the stockholders for 
ratification or rejection. The employment of an accountant may be termi¬ 
nated without penalty by a majority vote of the outstanding voting securi¬ 
ties, at a meeting called for that purpose. The report of the accountant must 
be addressed both to the board of directors and to the security holders. 

The public accountant recognizes his public duty; the only question, 
therefore, is whether it is best to select the auditor (a) by stockholder nomi¬ 
nation and approval, ( b ) by stockholder approval of the choice of the board 
of directors or a portion of the board, ( c) by direct selection of the entire 
board of directors, or ( d) by direct selection of a committee of non-officer 
directors. If the stockholders elect him, the auditor is placed in a position of 
public recognition. If one active officer holds a large portion of the voting 
stock, that officer alone may elect the auditor, thus defeating the purpose of 
stockholder selection. Voting by proxy could have the same effect of defeat¬ 
ing the purpose of stockholder selection. If nominations of auditors were 
from the floor at a meeting of the stockholders, and if no one group con¬ 
trolled a voting majority, rotation of auditors might result, which could be 
disadvantageous to the corporation; also, in such cases the auditor would 
be subjected to selection almost on the basis of a lottery. In the United States, 
where corporate shares are widely distributed, and where stockholders are 
relatively inactive—but are becoming more active—the theory of stock¬ 
holder selection of auditors may outweigh its practical advantages. The 
English and Canadian Companies Act requires that stockholders elect the 
auditors from names submitted by the board of directors or by the executive 
committee. 

If the auditor is chosen by the entire board of directors, officer-directors 
are included; and they may be inclined to choose the auditor on a basis not 
strictly in keeping with public benefit. If the entire board nominated the 
auditors, subject to the approval of the stockholders, the situation would be 
remedied. 

Perjiaps the best plan of selection is to delegate the duty to the non-officer 
directors or to an audit committee composed of non-officer directors; this 
committee should co-operate fully with the auditors. The name of the auditor 
selected would be submitted to the stockholders for ratification. 

In all cases, regardless of the method of selection, the choice of the auditor 
should be made early in the fiscal year; and the auditor should be given ac¬ 
cess to the records so that the work may be performed, in part, prior to the 
close of the year. The auditor should be invited to attend meetings of the 
directors and the stockholders when his report is submitted, so that persons 
present may ask him questions, and so that he may offer explanations of his 
findings. 
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One large corporation has adopted the following practices in the selection 
of its auditors: 

1. An auditing committee is elected each year by the board of directors from 
non-officer directors. This committee submits for review and action by the board 
of directors recommendations for appointment of auditors. It also arranges the 
details of the engagement. 

2. The auditors are chosen annually in October by the board of directors. 

3. When the audit is completed, the auditors appear at a meeting of the 
auditing committee of the board, or at a meeting of the entire board of directors, 
to answer questions pertaining to the audit. 

4. The audit report covering the examination of the company is addressed to 
the stockholders and the board of directors. 

5. The auditors attend the annual meeting of the stockholders to answer 
questions concerning their report and the examination. The auditors also have 
the right to make any statement or explanation they desire with respect to the 
accounts. 


QUE5TION5 AND PROBLEM5 

Distinguish between accounting, auditing, and accountancy. 

2. Briefly, what is the function of an audit report? 

3. In what respects do the functions of an independent certified public account¬ 
ant differ from the functions (a) of an internal accountant and ( b ) of an 
internal auditor? 

4. What is the difference between an auditing standard and an audit pro¬ 
cedure? 

5. What are the possible uses of certified financial statements? 

6. For what purposes are audits performed? 

7. Distinguish between (a) a balance sheet audit, ( b ) a general audit, (c) 
a detailed audit, and ( d ) an investigation. 

8. List the purposes served by a cash audit. If only a cash audit were performed, 
should the auditor point out any limitations in preparing a report of the 
engagement? 

9. What qualifications must be possessed by a public accountant? 

10. If you are acquainted with a member of a firm of certified public account¬ 
ants, inquire in what respects the organization of the staff of that firm 
differs from the staff organization presented in this text. 

11. During the course of the audiu of the Arrow Company, the junior account¬ 
ant discovered the following situations: 

a) Five correcting entries made directly to the general ledger accounts in¬ 
volved, without journal entries. 

b) Fifteen erasures in various ledger accounts. 

c) Twenty instances wherein cross-folio reference numbers were not in 
the general ledger accounts. 
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The junior accountant informed the senior accountant in field charge of 
the engagement of his discoveries but pointed out that he regarded the 
items in ( a ), (b), and ( c ) as non-material and therefore had taken no 
steps for their correction. Was the junior accountant justified in his actions? 

12. The treasurer of the Ashby Corporation was a certified public accountant. 
The company internal auditor also was a certified public accountant. Neither 
man was a member of the board of directors of the company. Both men were 
graduates of recognized colleges of business administration. 

In view of its faith in these two men, the board of directors decided that 
an audit by an independent certified public accountant would represent an 
unnecessary expenditure of funds. Do you consider the action of the board 
of directors to be well chosen? Give reasons for your answer. 

13- During the course of an audit, it was noted that certain disbursements were 
charged to Promotion Expense. There was no evidence proof, but the dis¬ 
bursement vouchers were approved by the president of the company. The 
related cheques, made payable to the order of "Cash,” were signed by the 
treasurer, countersigned by the secretary, and endorsed by the treasurer. The 
officers refuse to furnish additional information. As independent auditor, 
what course of action would you follow? Why? 

14. During the course of an audit, you prepared a trial balance of the accounts 
receivable as of the end of the period under audit. The senior accountant 
under whom you were working suggested that you examine sales orders, 
sales invoices, and shipping records. Why did the senior accountant make 
this suggestion? 

15. During the course of the audit of the records of the Appleton Company for 
the year ended December 31, 1951, you discovered that factory maintenance 
cost had declined by 50 per cent of its average for the past five years and 
that it was 30 per cent below the 1950 amount. All other costs and all 
revenues were approximately the same in 1951 and 1950. What procedure 
should be followed after making this discovery? 

16. The A Company, the B Company, and the C Company allow their custom¬ 
ers a discount of 2 per cent of sales when accounts are paid within 10 days 
of the date of the invoice. 

In its accounts the A Company debits its customers with 98 per cent of 
the gross amount billed them. If payment is made within the 10-day period 
for the gross amount less 2 per cent, the customer is credited with the 
amount paid. If payment is made after the 10-day period for the full amount 
billed, the customer is credited with 98 per cent of the amount paid, the 
remaining 2 per cent of the amount received being credited to Sales Dis¬ 
count Not Taken and shown on the income statement as an item of "other 
income.” 

The B Company debits its customers’ accounts with the full amount 
billed them. When payment is made within the 10-day period for 98 per 
cent of the amount billed, the customer is credited with the full amount 
billed, the 2 per cent not remitted being charged to Discounts on Sales and 
shown on the income statement as a deduction from sales. 

The bookkeeping procedure of the C Company is the same as that of the 



Ch. 1] AUDITING CONCEPTS - 25 

B Company, but on the income statement the "discounts on sales” item is 
treated as an element of administrative and general expense. 

Discuss the theory underlying each of the above treatments of sales dis¬ 
counts; state which method you prefer, indicating your reasons therefor. 

(A.I. A.) 

17. In response to a request from a prospective client, criticize briefly, item by 
item, the form and terminology of the following balance sheet: 

ABC COMPANY 
Balance Sheet 

For the Year Ended December 31, 1951 


ASSETS 

Current: 

Cash and related items.$ 11,000 

Accounts and notes receivable. "'58.000 

Raw material (market $100,000) . 160,000 

Work in process, cost. 35,000 

Finished goods, sales price. 315,000 

Supplies. 78,000 

Investments . 155,000 

Fixed: 

Land, buildings, machinery, patents. 1,500,000 

Investments . 300,000 

Treasury stock . 1 8,000 

Deficit . 800,000 

Total Assets.$4,130,000 


LIABILITIES 

Current: 

Miscellaneous current liabilities .$ 54,000 

Accounts and notes payable. 826,000 

Fixed: 

Mortgages and bonds . 1,000,000 

Preferred and common stock . 1,700,000 

Reserves for depreciation . 200,000 

Miscellaneous reserves. 350,000 

Total Liabilities.$4,130,000 

(A.I.A.) 


18. The directors of the SMT Corporation authorized the establishment of an 
Employees’ Purchases Fund to be under the direction of an officer of the 
company as trustee and ordered the treasurer of the company to transfer 
from the general Cash account to the trustee of the fund the sum of $40,- 
000 for his use in carrying out the purpose for which the fund was created. 

In the resolution authorizing the establishment of the fund, the board of 
directors made the following stipulations: 

a) That the fund was established for the purpose of purchasing automo¬ 
biles, refrigerators, stoves, furniture, etc., to be resold to SMT Corpora¬ 
tion employees at cost plus 5 per cent. 

b) That merchandise would be sold for cash or in accordance with a de¬ 
ferred payment plan which provided for interest at the rate of one-half 
of 1 per cent per month on any unpaid balance. 
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c) That no trade-ins would be accepted as part payment. 

d) That any merchandise recovered by the trustee as the result of non-pay¬ 
ment of installments was to be transferred to the corporation, for its 
use or disposal, at the value allowed by the trustee as a basis of recovery. 

e) That the trustee was to deposit in a separate bank account the sum re¬ 
ceived from the corporation for the initial capital of the fund and that 
he was to handle through such account all subsequent transactions, in¬ 
cluding operating expenses, incident to the purchase of merchandise 
and its sale to employees. 

/) That the amount appropriated was to be a revolving fund, to be consid¬ 
ered a non-current asset of the corporation. 

You were called in by the SMT Corporation to submit a classification of 
the trustee’s general ledger accounts with a description of typical entries 
for each and a description of the resulting balance of each account. The 
system of accounts is to reflect current fund transactions, to provide a gen¬ 
eral ledger control of inventories, and to serve as a basis for adequate finan¬ 
cial statements relative to its condition and operating results. 

(A.I.A., adapted) 

19. Your client is a common stockholder in a corporation. The client presented 
to you a portion of the annual letter to the stockholders, written by the 
president of the company. The portion of the letter is as follows: 

For the year ended December 31, 1951, the sales of the company were $5,000,000, 
and after deducting $4,550,000 for the cost of the goods sold, selling expenses, ad¬ 
ministrative expenses, depreciation, interest, and federal income taxes, the net income 
for 1951 was $450,000, which was equivalent to $0.24 per share Dn the outstanding 
common stock, after paying the 6 per cent dividend on the preferred stock. 

The net income for 1950 was $196,000, which was equal to $0.02 per share on 
the outstanding common stock after paying the preferred dividend. 

The client informed you that the only capital stock changes during 1950 
and 1951 were issues on January 1, 1951, of 200,000 shares of common 
stock and of $500,000 of preferred stock. 

In view of the large difference in the stated net income per share in 1951 
and 1950, your client asks your advice as to whether the reported result 
appears reasonable. 

Prepare a statement for your client explaining and reconciling the figures 
of the two years, showing the number of shares of common stock and the 
amount of the preferred stock outstanding. 

20. At the start of the audit of the records of the Andon Company for the year 
ended December 31, 1951, it was discovered that no formal accounting 
entries had been made for the entire year 1951. The adjusted, post-closing 
trial balance as of December 31, 1950—which agrees with the auditor’s 
working papers of December 31, 1950—is shown below, together with 
summarized transactions and other data applicable to the year ended De¬ 
cember 31, 1951. 

From the trial balance and the operating and other data, prepare the 
following: 

a) Journal entries for all 1951 transactions 

b) A working sheet for the year ended December 31, 1951 
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c) A balance sheet as of December 31, 1951 

d) An income statement for the year ended December 31, 1951 

Post-closing Trial Balance 
December 31, 1950 


Debits 

Cash in bank .$ 3,000 

Trade accounts receivable . 15,700 

Raw material inventory . 55,000 

Work-in-process inventory . B,350 

Finished goods inventory . 154,500 

Prepaid expenses. 1,100 

Land. 40,000 

Buildings. 94,000 

Reserve for depreciation of buildings. 

Machinery and equipment. 81,000 


Reserve for depreciation of machinery and equipment 

Notes payable, 4 per cent. 

Accounts payable. 

Preferred stock, 5 per cent, cumulative. 

Common stock. 

Deficit in earned surplus. 52,850 

$505,500 


Credits 


$ 14,000 

21,000 

270,000 

20,500 

100,000 

90,000 


$505,500 


Operating and other data applicable to 1951: 

1. Net sales, $550,000. 

2. Increase of raw material inventory, $64,000. 

3. Purchases of raw materials. $347,000. 

4. Labor, $60,000. 

5. Manufacturing expenses, $35,900. 

6. Buildings were acquired on January 1, 1944; estimated life on that date, 47 years. 

7. Machinery and equipment were acquired Dn January 1, 1944; estimated life on 
that date, 27 years. 

8. Increase of work-in-process inventory, $20,000. 

9- Decrease of finished goods inventory, $36,000. 

10. Selling expenses, $35,000. 

11. Administrative expenses, $26,000. 

12. Collections from customers, $520,700. 

13- Payments to trade creditors, $347,500. 

14. Notes payable donated to the company by the owners on January 31, 1951, and 
canceled, $45,000. (Interest was paid Dn these notes to the date of cancellation. 
All other nores were renewed as they became due, and no borrowing took place 

in 1951.) 

15. Interest on notes was paid in 1951 to the amount of $6,650. 

16. Prepaid expenses, December 31, 1951, represented by unexpired insurance on 
plant, $1,500. 

17. Purchases of U.S. "G” bonds in December, 1951, $7,000. 

IB. No dividends had been paid since the date of incorporation, January 1, 1944. 

(A.I.A., adapted) 


















PROFESSIONAL ETHICS AND LEGAL RESPONSIBILITY 


The Professional Attitude of Accountancy 

Auditing has become so much a matter of public interest that groups other 
than owners must be satisfied with the accuracy, clarity, and unequivocality 
of financial statements and audit reports. These other-than-owner groups— 
bankers, labor unions, governmental regulatory agencies, etc.—rely upon 
opinions rendered by competent persons of independence and high moral 
integrity. 

The auditor is responsible for his opinion of the financial statements; he 
is not responsible for the statements. The financial statements are the repre¬ 
sentations of the client or the registrant, but the opinion rendered must be 
that of the auditor. The opinion must carry the weight of professional com¬ 
petence and integrity; it must be expressed independently and without con¬ 
cession to pressures of any kind. 

Thus, the professional attitude of accountancy is expressed in its com¬ 
petence, its independence, and its moral integrity. The remaining sections of 
this chapter will develop the standards of competence, ethics and independ¬ 
ence, and moral integrity and legal responsibility. 

The Certified Public Accountant 

State Requirements. All of the states, the territories, and the District of 
Columbia have enacted laws that set forth the requirements for obtaining a 
certificate of certified public accountant. A state board of accountancy ad¬ 
ministers the law. The first law establishing the title of certified public ac¬ 
countant was passed by the state of New York on April 17, 1896. 

Requirements for admission to the examination differ in the various states. 
At the present time, only two states require that each candidate for the 
examination be a graduate of a recognized college or school of accountancy. 
Certain other states have minimum requirements that a candidate be of 
majority age, that he be a high school graduate, and that he possess public 
experience of from one to five years. Although state laws are not standardized 
as to eligibility for this examination, the tendency is toward uniformity and 
toward the requirement of a college degree. A few states have enacted legis- 
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lation requiring a college degree as of a future date; the waiving of the 
college requirement for immediate eligibility avoids injustice to persons who 
do not possess a college degree at the present time and who have been fol¬ 
lowing a plan of preparation which is in accordance with present legislation. 

Upon the successful completion of the examination given by the state 
board of accountancy, the candidate receives the certificate of certified public 
accountant and may then use the title of Certified Public Accountant. Illegal 
use of this title constitutes a misdemeanor in all states. 

The public accountancy laws of the states contain reciprocity clauses 
whereby a person who has received his certified public accountant’s certificate 
in one state may use the title in another state by complying with the reci¬ 
procity clause of the law of that state. 

The C.P.A. examinations are usually offered in May and in November. 
The examination is given under the auspices of the state board of account¬ 
ancy, which is composed of certified public accountants, appointed to the 
board by the governor of the state. State examination fees vary, accom¬ 
panied by the privilege, in the majority of the states, of retaking without 
additional charge those sections of the examination in which the candidate 
was unsuccessful, provided he submits himself for re-examination within a 
specified period. If the prescribed time elapses before satisfactory completion 
of the entire examination, the full examination must be taken again. 

The Board of Examiners of the American Institute of Accountants now 
prepares the semiannual examination for forty-seven states. The sections of 
the examination are as follows: (a) accounting theory, ( b ) accounting 
practice, ( c ) auditing, and ( d) commercial law. 

Educational Requirements. Although state laws are not uniform in the 
requirements for admission to the certified public accountant examination, 
the profession would be distinctly benefited if educational requirements were 
uniform for all states. Some persons are unalterably opposed to the require¬ 
ment of a college degree for eligibility to the examination; others are as 
firmly convinced that a college degree should be a prerequisite. Certain 
states now accept the college degree in partial fulfillment of the experience 
requirements. The accounting profession steadily has strengthened its re¬ 
quirements for the C.P.A. certificate; however, if the highest plane of pro¬ 
fessional ethics and practicing excellence is to be attained, progressive 
evolution must be continuous. This evolution, to which there is no dis¬ 
cernible end, is now leading toward stricter requirements as to higher edu¬ 
cation and toward more state legislation calling for the registration and 
licensing of all persons who practice public accounting. If the legislation 
applies only to those who have satisfactorily passed adequate state examina¬ 
tions, the profession of accountancy will be placed on a par with the profes¬ 
sions of law and medicine as far as public practice is concerned. 

Formal technical education should include the customary courses in ele¬ 
mentary accounting; intermediate accounting; advanced accounting; cost 
accounting; and specialized courses in auditing, taxation, governmental and 
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municipal accounting, budgetary control, accounting for estates and trusts, 
C.P.A. review, etc. 

Public accounting training for the certificate of certified public accountant 
should be of sufficient length and intensity so that a candidate can: 

1. Prepare adequate working papers. 

2. Apply auditing procedures which, when completed, will measure up 
to accepted standards of performance. 

3. Prepare accounting reports. 

4. Be considered diplomatic in the conduct of human relations. 

State Legislation. At this time the subject of state legislation with re¬ 
spect to public accounting practice purposely will be given only brief con¬ 
sideration; however, the reader should follow closely the current rapid and 
far-reaching developments in the various states, 

State legislation is of two types: (a) non-regulatory and ( b ) regulatory. 

Non-regulatory state laws constitute the earlier type of legislation; this 
is the type of legislation still in effect (1951) in the majority of the states. 
Under the non-regulatory laws, there is no attempt to confine the public 
practice of accounting to certified public accountants. Only the person who 
has successfully passed the state examination for certification may designate 
himself as a certified public accountant; but any person, whether certified 
or not, regularly or partially engaged in public practice, may engage in pub¬ 
lic practice in a state where only non-regulatory laws exist. 

Regulatory legislation is the more recent type, and several states (at 
least seventeen at this date) now have such regulatory laws embracing two 
classes of practitioners—certified public accountants and public accountants. 
States with regulatory two-class legislation confine the practice of public 
accounting to those persons who have fulfilled state requirements and are 
licensed as certified public accountants or as public accountants. Certified 
public accountants qualify by the customary examination. Regulatory laws 
in effect in the several states with two-class legislation vary. In general, such 
legislation takes the following forms: (a) the continuation of a state board 
of accountancy, with authority to give examinations that lead to the granting 
of the certificate of certified public accountant; ( b) the prohibition of the 
use of the title of certified public accountant or C.P.A. by those not qualify¬ 
ing by state board examination; (c) the required registration of non- 
certified public accountants before a definite date and prohibition of regis¬ 
tration after that date; ( d ) an annual permit fee or license charge against 
both the certified and the non-certified public accountants; and ( e ) the 
prescription of a code of ethics by the state board of accountancy. 

The subject of regulation is complex; it has far-reaching implications 
and involves many controversial points. The justification for regulation 
must be the protection of public and other interests by competent personnel. 
Regulation with high standards is desirable; there should be no dilution of 
the certified public accountant’s certificate by waiver or other immunity 
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grant; there should be no ' subsidizing” or "leveling” of those not presently 
qualified for the existing standards. 

Professional Societies 

There are many accounting societies and organizations in the United 
States, each devoted to the immediate fulfillment of its functions and objec¬ 
tives but all interested in the advancement of accounting and auditing 
theory and practice. 

The American Institute of Accountants . The American Institute of Ac¬ 
countants is the only national organization of certified public accountants. 
It was established in 1887 under the name of the American Association of 
Public Accountants. In 1916 it adopted its present name, and in 1936 it 
merged with the American Society of Certified Public Accountants. The 
objectives of the Institute include the raising of the standards of the account¬ 
ing profession, the advancement of techniques, the creation of a united pro¬ 
fession, and the advancement of accounting education. 

The American Institute of Accountants is governed by its own officers, 
who are elected from its membership. To be eligible for membership in the 
Institute, the applicant must have the following qualifications: He must be 
in possession of a valid and unrevoked certified public accountant’s certifi¬ 
cate issued by the legally constituted authorities of the states, of the District 
of Columbia, or of the territories or territorial possessions of the United 
States; this includes certificates issued by the Philippine Islands before July 
4, 1946, to persons who filed application for admission prior to that 
date. The applicant must have been in public practice, on his own account 
or in the employ of a practicing public accountant, for not less than two 
years; or he must have experience that, in the opinion of the board of exam¬ 
iners, is equivalent to two years of public practice. At the date of applica¬ 
tion, he must be engaged in work related to accounting. 

The American Institute of Accountants issues the following publications: 
Journal of Accountancy, Certified Public Accountant, Accounting Research 
Bulletins, Statements on Auditing Procedure, Yearbook , case studies in au¬ 
diting procedure, special releases of immediate importance, and technical 
papers. 

The American Institute of Accountants co-operates with the state socie¬ 
ties of certified public accountants in order to promote a united profession; 
it formulates and follows a position on state and national legislation affect¬ 
ing accounting practice; it prepares uniform certified public accountant ex¬ 
aminations; it maintains a director of accounting research; it co-operates 
with teachers of accounting in raising the standards of accounting education; 
and it establishes and enforces rules of professional conduct. The Institute 
has a program of public relations in order better to serve the public. 

State Societies of Certified Public Accountants. Within each state the 
certified public accountants have organized state societies. In general, the 
objectives of a state society are as follows: elevation of the profession of 
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public accounting, maintenance of high professional standards for obtain¬ 
ing a certificate of certified public accountant, support of the state board of 
accountancy, cultivation of the spirit of professional co-operation, encourage¬ 
ment of proper education, and advancement of the interests of members. 

The American Accounting Association. The American Accounting As¬ 
sociation is the leading national organization whose activities are devoted 
primarily to accounting and related research and to the teaching of account¬ 
ing. Its membership includes teachers of accounting and related subjects, 
and accountants who are privately and publicly employed. The Association 
publishes the Accounting Review, releases of immediate interest, and a state¬ 
ment of accounting principles. 

American Woman } s Society of Certified Public Accountants. This society 
was formed in 1933. In the United States, there are approximately three 
hundred women certified public accountants, many of whom are members 
of the American Institute of Accountants. In the past several years, women 
have gained a place of increasing prominence in public accounting. 

The Institute of Internal Atiditors. The Institute of Internal Auditors 
was incorporated in 1941. Internal auditing is the internal appraisal within 
an organization for the review of the accounting, financial, and other opera¬ 
tions as a basis for protective and constructive service to management. The 
objectives of internal auditing are to protect the interests of an organization 
by ascertaining the reliability of the accounting and statistical data; by as¬ 
certaining the extent to which assets are properly accounted for; and by 
ascertaining the extent of compliance with established policies, plans, and 
procedures. 

Other Organizations. There are many other societies and organizations 
with a primary interest in accounting and auditing. 

The National Association of Cost Accountants, with chapters in all large 
cities, is active in the development of cost procedures and related accounting 
problems. Local chapters promote educational co-operation with colleges 
and universities. 

The Controllers’ Institute of America is devoted to the furtherance of the 
functions of controllership. 

The National Association of Public Accountants was organized in No¬ 
vember, 1945. One of its primary interests is the development and pursu¬ 
ance of a legislative program. 

A national accounting fraternity, Beta Alpha Psi, with chapters in several 
large universities, draws its membership from accounting students of high 
scholastic average. 

Ethics of the Profession 

Ethics relate to the independence, self-discipline, and moral integrity of 
the professional man and woman; the ethics of a profession as practiced by 
the professional personnel constitute its greatness of stature and its bulwark 
against decadence. The adherence to professional ethics is distinct from the 
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theories and mechanical operations underlying the work of a profession. 
Ethical rules are formulated not merely to assure cordial relationships be¬ 
tween the members of a profession; they are formulated as standards of 
moral suasion and as the tangible basis for disciplinary action and public 
judgment. The justification for rules of ethical conduct lies in the increased 
respect and esteem with which the profession and its work will be regarded 
by the public. 

The codified ethical rules of a profession are either mandatory or advisory 
in nature. Whether rules of ethical conduct should be mandatory or advisory 
is a matter of personal opinion. In any event, the terminal results of the 
practice of ethical codes are objective independence, self-discipline, and 
moral integrity. The following sections of this chapter will treat of the 
phases of ethical standards in relation to those persons with whom the ac¬ 
countant works. It is not the written rules which raise professional stand¬ 
ards; the practice of the profession results in a demand for codification of 
standards. The public then may realize the existence of the rules and may 
judge the profession; the aspirant to the profession possesses a guide; the 
practitioner possesses a standard of measurement. 

Codes of ethics apply only to the members of the organization establish¬ 
ing the code. Clients prefer to employ accountants who are subjected to the 
disciplinary action of an organization tjiat enforces a rigid code of ethics 
rather than to employ accountants who are wholly non-regulated—either 
by law or by the rules of a professional society. The American Institute of 
Accountants has formulated mandatory rules of professional conduct for 
members of the Institute, as follows: 

AMERICAN INSTITUTE OF ACCOUNTANTS 
Rules of Professional Conduct 
(As revised December 19, 1950) 

(These rules of conduct supplement the disciplinary clauses of the by-laws.) 

(1) A firm or partnership, all the individual members of which are mem¬ 
bers of the Institute, may describe itself as "Members of the American Institute 
of Accountants,” but a firm or partnership, not all the individual members of 
which are members of the Institute, or an individual practicing under a style 
denoting a partnership when in fact there be no partner or partners, or a cor¬ 
poration, or an individual or individuals practicing under a style denoting a 
corporate organization shall nor use the designation "Members of the American 
Institute of Accountants.” 

(2) A member shall not allow any person to practice in his name who is 
not in partnership with him or in his employ. 

(3) Commission, brokerage or other participation in the fees or profits of 
professional work shall not be allowed directly or indirectly to the laity by a 
member. 

Commission, brokerage or other participation in the fees, charges or 
profits of work recommended or turned over to the laity as incident to services 
for clients shall not be accepted directly or indirectly by a member. 
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(4) A member shall not engage in any business or occupation conjointly 
with that of a public accountant, which is incompatible or inconsistent there¬ 
with. 

(5) In expressing an opinion on representations in financial statements 
which he has examined, a member may be held guilty of an act discreditable to 
the profession if: 

( a ) He fails to disclose a material fact known to him which is not 
disclosed in the financial statements but disclosure of which is 
necessary to make the financial statements not misleading; or 

( b) He fails to report any material misstatement known to him to 
appear in the financial statement; or 

(c) He is grossly negligent in the conduct of his examination or in 
making his report thereon; or 

( d) He fails to acquire sufficient information to warrant expression 
of an opinion, or his exceptions are sufficiently material to nega¬ 
tive the expression of an opinion; or 

( e) He fails to direct attention to any material departure from gen¬ 
erally accepted accounting principles or to disclose any material 
omission of generally accepted auditing procedure applicable in 
the circumstances. 

(6) A member shall not sign a report purporting to express his opinion as 
the result of examination of financial statements unless they have been examined 
by him, a member or an employee of his firm, a member of the Institute, a mem 
ber of a similar association in a foreign country, or a certified public accountam 
of a state or territory of the United States or the District of Columbia. 

(7) A member shall not directly or indirectly solicit clients by circulars or 
advertisements, nor by personal communication or interview not warranted by 
existing personal relations, and he shall not encroach upon the practice of another 
public accountant. A member may furnish service to those who request it. 

(8) Direct or indirect offer of employment shall not be made by a member 
to an employee of another public accountant without first informing such ac¬ 
countant. This rule shall not be construed so as to inhibit negotiations with any¬ 
one who of his own initiative or in response to public advertisement shall apply 
to a member for employment. 

(9) Professional service shall not be rendered or offered for a fee which 
shall be contingent upon the findings or results of such service. This rule does 
not apply to cases involving federal, state, or other taxes, in which the findings 
are those of the tax authorities and not those of the accountant. Fees to be fixed 
by courts or other public authorities, which are therefore of an indeterminate 
amount at the time when an engagement is undertaken, are not regarded as con¬ 
tingent fees within the meaning of this rule. 

(10) A member shall not advertise his professional attainments or services: 

(a) The publication of what is technically known as a card is re¬ 
stricted to an announcement of the name, title (member of 
American Institute of Accountants, CPA, or other professional 
affiliation or designation), class of service, and address of the 
person or firm, issued in connection with the announcement of 
change of address or personnel of firm, and shall not exceed two 
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columns in width and three inches in depth if appearing in a 
newspaper, and not exceed one-quarter of a page if appearing in 
a magazine or similar publication. 

( b ) A paid listing in a directory is restricted to the name, title, class 
of service, address and telephone number of the person or firm 
and it shall not appear in bold type, box or other form of display 
or in a style which differentiates it from other listings in the same 
directory. 

(11) A member shall not be an officer, director, stockholder, representative 
or agent of any corporation engaged in the practice of public accounting in any 
state or territory of the United States or the District of Columbia. 

(12) A member shall not permit his name to be used in conjunction with 
an estimate of earnings contingent upon future transactions in a manner which 
may lead to the belief that the member vouches for the accuracy of the forecast. 

(13) A member shall not express his opinion on financial statements of any 
enterprise financed in whole or in part by public distribution of securities, if he 
owns or is committed to acquire a financial interest in the enterprise which is 
substantial either in relation to its capital or to his own personal fortune, or if a 
member of his immediate family owns or is committed to acquire a substantial 
interest in the enterprise. A member shall not express his opinion on financial 
statements which are used as a basis of credit if he owns or is committed to 
acquire a financial interest in the enterprise which is substantial either in rela¬ 
tion to its capital or his own personal fortune, or if a member of his immediate 
family owns or is committed to acquire a substantial interest in the enterprise, 
unless in his report he discloses such interest. 

(14) A member shall not make a competitive bid for professional engage¬ 
ments in any state, territory, or the District of Columbia, if such bid would 
constitute a violation of any rule of the recognized society of certified public 
accountants or the official board of accountancy in that state, territory, or dis¬ 
trict. 

(15) A member of the American Institute of Accountants engaged in an 
occupation in which he renders services of a type commonly rendered by public 
accountants, must observe the by-laws and rules of professional conduct of the 
Institute in the conduct of that occupation. 

(16) A member shall not violate the confidential relationship between him¬ 
self and his client. 

Members of the American Institute of Accountants may be tried and pun¬ 
ished by the Trial Board of the Institute, in accordance with the bylaws of 
the Institute. With the rules of professional conduct of the American Insti¬ 
tute of Accountants as a guide, with the code of ethics of his state society of 
certified public accountants as additional assistance, with an adaquate con¬ 
cept of moral responsibility, and with a good sense of professional conduct, 
effective safeguards are established for the interests of the professional 
activities of the accountant subject to ethical regulation and for the interests 
and welfare of those who rely upon that accountant. The following sections 
are expansions and general delineations of the ethical responsibilities of 
the auditor. 
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Standard No. 1 

From the preceding discussion, Standard No. 1 is developed: 

No. 1. "The examination is to be performed by a person or by persons 
with adequate technical training and proficiency as an auditor.” 

The Independence of the Auditor 

The backbone of the profession of public accountancy is the independ¬ 
ence of the auditor. The concept of independence is a dual one: (a) inde¬ 
pendence is the adherence to objective standards or rules describing certain 
relationships, as evidenced by Rule 13 of the Rules of Professional Conduct 
of the American Institute of Accountants; and (b) independence is a state 
of mind and a manifestation of integrity to be challenged only for specific 
cause, such as failure to make full disclosure, as indicated in Rule 5. If his 
independence—either because of violation of rules or because of an im¬ 
proper state of mind—is questioned or questionable, a public accountant 
may not remain in demand. His independence initially has been assumed 
voluntarily and is one of his most cherished possessions. With respect to dis¬ 
honesty and carelessness, Rule 5, with its heavy penalties, is of utmost im¬ 
portance for enforcing independence. 

Present-day concepts of independence are critical, and the standards by 
which independence is judged are rigorous. In addition to Rule 5 and 13 
of the Rules of Professional Conduct, the concept of independence—particu¬ 
larly of the state of mind—has been further intensified by the Securities and 
Exchange Commission. 

With respect to independence, the Securities and Exchange Commission 
has adopted Rule 2—01, as follows: 

Regulation S-X, Rule 2-01: Qualifications of Accountants 

( a ) The Commission will not recognize any person as a certified public ac¬ 
countant who is not duly registered and in good standing as such under the 
laws of the place of his residence or principal office. The Commission will 
not recognize any person as a public accountant who is not in good stand¬ 
ing and entitled to practice as such under the laws of the place of his resi¬ 
dence or principal office. 

( b ) The Commission will not recognize any certified public accountant or pub¬ 
lic accountant as independent who is not in fact independent. For example, 
an accountant will not be considered independent with respect to any per¬ 
son in whom he has any substantial interest, direct or indirect, or with 
whom he is, or was during the period of report, connected as a promoter, 
underwriter, voting trustee, director, officer, or employee. 

(c) In determining whether an accountant is in fact independent with respect 
to a particular registrant, the Commission will give appropriate considera¬ 
tion to all relevant circumstances including evidence bearing on all relation¬ 
ships between the accountant and that registrant, and will not confine itself 
to the relationships existing in connection with the filing of reports with 
the Commission. 
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The Rules of Practice of the Commission place that body in a position 
of sufficient strength to enable it to enforce its regulations with respect to 
the qualifications of accountants certifying to financial statements filed with 
the Commission. 

Specific additional requirements of the Securities and Exchange Commis¬ 
sion with respect to independence are detailed in releases of the Commission 
under its jurisdiction over the Securities Act of 1933, the Securities Ex¬ 
change Act of 1934, and the Investment Company Act of 1940. 

Thus, independence is not based solely upon honesty in the preparation 
of financial statements but upon any accountant-client relationship which 
in any manner detracts from the objective independence of the auditor. In¬ 
dependence may be held to be lacking in the following instances: if the 
auditor owns an interest in his client’s business, if he serves as director and 
auditor, if he serves as a voting trustee, if disclosure is not full and proper, 
if he subordinates his opinion to that of his client, if he is associated with 
another accountant who owns an interest in the business of his client, if the 
client indemnifies the accountant against loss, if the accountant serves as pro¬ 
moter, if family relationships exist, and perhaps if he receives a substantial 
percentage of his total professional income from one client. 

Standard No. 2 

From this necessity for independence, the following standard is estab¬ 
lished: 

No. 2. "In all matters relating to the assignment, an independence in 
mental attitude is to be maintained by the auditor or auditors.” 

Professional Conduct 

The professional reputation of an auditor is based upon his technical 
competence, upon his soundness of judgment, upon his honesty, and upon 
his independence—of which his honesty is an integral part. 

The ethical professional conduct of an accountant falls naturally into 
three general divisions, some of which overlap: the relationship of the au¬ 
ditor (a) to his client, (b) to other accountants, and (c) to the public and 
to specialized and business groups. 

Relationship to the Client 

With respect to the relationship of the auditor to his client, the question 
of the identity of the client immediately arises. In a single proprietorship the 
proprietor is the client unless a creditor or a prospective purchaser of the busi¬ 
ness requested an audit and agreed to pay for the services. In the case of a 
corporation, where the auditor is appointed by the stockholders or by the 
board of directors, the corporation as a separate legal entity evidently is the 
client; but the responsibility of the auditor extends to the management and to 
the stockholders. The relationship existing between an auditor and his client 
is both legal and moral. The client may rightfully expect the highest degree 
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of professional skill and ability, directed toward the competent performance 
of the activities involved in the audit. Each audit engagement is a contract 
in which the auditor agrees to exert his best efforts, to accept personal re¬ 
sponsibility for his work, and to safeguard the interests of the client to the 
best of his ability. 

The auditor must not antagonize employees of the client who apparently 
do not wish to co-operate with him; he must not consider the employees of 
the client to be his employees. He must maintain a truly professional atti¬ 
tude while in the client's offices and factories—and that statement does not 
imply that he cannot be human. He must maintain a scrupulous reputation 
for trustworthiness. 

Unforeseen conditions often cause an auditor to diverge from his original 
approach or to perform work in addition to that originally planned. If the 
client does not agree to the proposed additional work, the auditor has re¬ 
lieved himself—in so far as the client is concerned—of responsibility for 
damage that might result because the work is not performed. 

Contingent Tees. Rule 9 of the Rules of Professional Conduct of the 
American Institute of Accountants prohibits the rendering or the offering of 
service for a contingent fee. A contingent fee is one based on the results of a 
finding. If the fee is contingent, the independent judgment of the accountant 
might be swayed in his human attempt to win an award. The rule does not 
apply to tax cases wherein an accountant prepares a tax return, or prepares 
data contesting an additional assessment, or assists in obtaining a refund, be¬ 
cause the data of the accountant are subjected to the findings of the tax au¬ 
thorities. Nor does the rule apply to instances where the fees are determined 
or are to be determined by courts or other public authorities. 

The Auditor as a Director. Because of the risk of Joss of independence, 
an auditor should not serve simultaneously as auditor and as a member of 
the board of directors of a client corporation. In addition, a member of an 
accounting firm should not be on the board of directors of a corporation if 
another member of the firm conducts the audit. It is the duty of a board of 
directors to supervise the management of a company, and an auditor would 
find it extremely difficult to maintain two points of view at one time—one 
of management and one of independent survey. Rule 2—01 of Regulation 
S-X of the Securities and Exchange Commission specifically denies the evi¬ 
dence of an auditor who also serves as a director of a registrant. 

Public accountants frequently are requested by civic and philanthropic 
organizations—clubs, hospitals, fraternal orders, and other non-profit organ¬ 
izations—to serve as auditor and as a member of the board of directors. 
Each individual non-profit organization case should be decided on its own 
merits; opinions differ as to the propriety of an accountant’s serving as au¬ 
ditor and as a member of the board of directors. If an auditor-director is 
closely connected with the administration of the organization’s funds, his 
position is untenable. If the auditor-director and the other directors of such 
a non-profit organization are removed from administrative duties, many 
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people believe that there is no objection to the auditor’s serving on the 
board of directors. The question of the propriety of serving in such a dual 
capacity must be considered from the point of view of the auditor, the 
organization, and the sources of the funds of the organization. Regardless 
of the seeming propriety of a dual service capacity, the accountant should 
bear constantly in mind the fact that he is serving in such dual capacity. If 
the funds of the organization are from public subscription—as, for example, 
in a Community Chest—serving in the capacity of auditor-director most cer¬ 
tainly would depart from a point of view of objective independence. 

Auditor’s Responsibilities to Stockholders. When an audit is performed 
for a corporation by an auditor appointed by the board of directors, the 
corporate entity is the client as far as the contract of the accountant is con¬ 
cerned. As stated on page 37, the auditor has a responsibility to the stock¬ 
holders as owners of the corporation. The legal position of the auditor with 
respect to the stockholders apparently—and this will be expanded later in 
the chapter—is in the area somewhere between the client and the public, 
but close to the public in so far as legal liability is concerned. If the auditor 
is guilty of negligence construed to constitute fraud toward third parties, 
the accountant may be held liable for damages by the stockholders. Even 
if the auditor is not directly employed by the stockholders, it is the ethical 
duty of the auditor to protect their interests, since the stockholders are the 
residual owners of the entity being examined. 

Responsibility for Financial Statements. The financial statements are 
those of the client, since they are prepared from the client’s data; the au¬ 
ditor has his responsibility in the determination of the accuracy of the record¬ 
ing of the data underlying their preparation, in the form and unequivocal 
manner of their presentation, and in his opinion of the statements. If the 
auditor is guilty of negligence, he is responsible to the client for his negli¬ 
gence and for incorrect financial statements resulting therefrom. Thus, the 
responsibility is borne in part by management and in part by the auditor. 
If an auditor does not render an opinion, or if his exceptions are so great 
that an opinion cannot be rendered, he assumes only the responsibility of 
explaining why no opinion has been given. 

The Securities and Exchange Commission has held that the primary re¬ 
sponsibility for the accuracy of financial information filed with the Com¬ 
mission rests with the management and not with the auditor; the client, 
therefore, must understand that the accountant is not assuming managerial 
responsibilities but that he is acting as a check against the accounting of the 
client. 

Confidential Nature of Reports. The business affairs of the client must 
be held inviolate; otherwise, the client may justifiably dismiss the auditor. 
The auditor should expect the client to submit reasonable evidence, so that 
sound conclusions may be reached. 

At the end of every audit the client receives a report in which will be 
included the financial statements of the client, comments on the audit, and 
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the opinion or certificate of the auditor. All data contained in the report 
are strictly confidential. The report should be presented to the client only. 
A high degree of technical knowledge is necessary for the preparation of a 
satisfactory report, in order to make it complete and interesting. Chapters 
25 and 26 treat fully of reports and their contents. 

Ownership of Working Papers. The working papers accumulated by an 
auditor are his property. In a Massachusetts case ( Ipswich Mills v. Dillon, 
260 Mass. 453), the decision was that the client has no right to working 
papers prepared by the auditor. The case was decided in 1927, and it re¬ 
lieved much uncertainty concerning the ownership of working papers. It 
also appears that federal revenue agents have no access to auditors’ working 
papers but must refer to original books, records, and data. There is nothing, 
of course, to prevent an auditor from showing his working papers to the 
client or revenue agent or from giving the client a copy of them. Working 
papers are discussed in Chapter 5 and in each chapter dealing with assets, 
liabilities, proprietorship, expense, and income. 

Relationship to Ofher Accounfcmfs 

The relationship of the auditor to other accountants should be such that 
fellow members are dealt with in an honest and honorable manner. Per¬ 
sonal criticism of other accountants should be strictly avoided. Frequently, 
unjust oral criticism is difficult to control; uncontrolled, it is extremely 
dangerous. The general responsibility of the auditor to other accountants is 
of a moral nature. 

Young men and women in the profession of accountancy are entitled to 
an opportunity to improve themselves professionally. These considerations 
should not be withheld by older and established members of the profession. 
Rule 8 of the Rules of Professional Conduct of the American Institute of 
Accountants grants this opportunity with respect to employment and rela¬ 
tionships with other accountants. Today, many accounting firms offer young 
staff members educational opportunities which were not considered prac¬ 
ticable ten years ago; staff training programs benefit not only the individual 
but also the entire profession of accountancy. 

Competitive Bidding. Rule 14 of the Rules of Professional Conduct pro¬ 
hibits a competitive bid in a state or territory if that bid is in violation of any 
rule of a recognized society of certified public accountants or of the board of 
accountancy of that state or territory. 

Competitive bidding for engagements most certainly is non-professional; 
this malicious practice has existed, and it has been difficult to eradicate. Many 
state societies have enacted rules prohibiting competitive bidding. The 
elimination of this practice must not be construed as the establishment of 
standard per diem rates for all accountants; every professional man may 
establish charges in accordance with his wishes. It is possible for an auditor 
to be called in by a prospective client and not be informed that other ac¬ 
countants also are being summoned; in such cases the accountants cannot 
rightly be accused of competitive bidding, but all accountants can withdraw 
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as soon as they learn that the client is interested only in obtaining the 
lowest price. Bid information is often disclosed when a certain accountant is 
requested by the client to meet the lowest prices he has obtained. 

Often an accountant is asked for a preliminary estimate of the cost of an 
engagement, and sometimes engagements are taken with the understanding 
that a maximum charge will not be exceeded. When a preliminary estimate 
is requested, the accountant can reply to the effect chat his charges are based 
on per diem rates of stated amounts for partners, seniors, juniors, typing as¬ 
sistants, etc., and that he believes that the engagement will require ap¬ 
proximately a stated number of days for completion in accordance with the 
professional requirements of the engagement. 

Relationship to the Public and Others 

The auditor’s moral and ethical responsibilities to the non-professional 
public should be such that the public, or a particularly interested section of a 
business community, is not misled as to the condition of a business through 
the medium of a published audit report and/or staiements. Jf an auditor 
does not safeguard his moral responsibility toward the public, his good 
reputation will soon be lost; and, without a good reputation, his professional 
practice will soon disappear. If he fails to safeguard his legal responsibilities, 
he may incur legal liability. 

The auditor should not be a party holding a financial interest of any 
significant amount in the business under scrutiny; in order to attain the best 
and most impartial results, he should be an independent, disinterested out¬ 
sider. The auditor should not take advantage of data obtained in an audit by 
passing that information along to others, thereby enabling them to make a 
profit. Such acts are violations of moral and ethical responsibility toward 
both the public and the client. The auditor is not an insurer or guarantor; 
but if he exercises the reasonable care, diligence, and skill normally expected 
of a professional man, he is giving to the public all that can be expected in 
the general category of sound professional judgment. As the field of ac¬ 
countancy broadens, the accountant must be prepared to accept and to dis¬ 
charge the new responsibilities expected by the public. 

If possible, it is desirable that the auditor be present when his report is 
discussed with the bankers of the client; in many instances a bank will in¬ 
dicate in advance the type of information it desires and the manner in which 
it prefers that the information be presented. Full co-operation between the 
bank and the auditor often results in a better understanding between the 
auditor, the client, and the bank. 

Tax authorities—federal, state, and local—commonly deal with the audi¬ 
tor in the course of a normal field audit and in the conferences that follow 
the conclusion of their examination. 

Legal Liability of an Auditor 

The legal responsibilities of the public accountant are increasing—and 
at an accelerating rate. The possibility of error and resultant liability^ is 
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fraught with greater danger to the fortune and reputatidn of the public ac¬ 
countant than to an y other class of professional person. British and Canadian 
courts have been much less severe than the courts of the United States in 
their interpretation of the liability of an accountant and have held to the 
concept of privity of contract between the auditor and his client. An auditor 
is answerable for his private wrongs which are considered to be negligence 
and fraud, and he is responsible for breach of contract. Naturally, the ac¬ 
counting profession as an entity realizes that wrongs committed by an indi¬ 
vidual should be punished; the profession makes no attempt to shield a 
guilty party. But .the accounting profession also is interested in protecting 
its personnel against unwarranted charges of negligence, fraud, and breach 
of contract. Unwarranted charges generally arise through some person with 
an inadequate knowledge of finance and accounting who suffered losses in 
investment, after relying upon an accountant’s statement which he was not 
competent to understand. The honest and capable auditor must institute pro¬ 
tective action in order to establish the rights normally accorded professional 
status. The qualified auditor willingly shoulders full responsibility for his 
acts, but he should not be willing to assume the responsibilities of manage¬ 
ment. The auditor is a check against management and not a part of it. 

Under existing rules of law the liabilities of the accountant may be broken 
into four divisions: (a) liability for breach of contract, ( b) liability for neg¬ 
ligence, ( c ) liability for fraud, and ( d ) liability under the Federal Securities 
Act and the Securities Exchange Act. In the discussion that follows, it must 
be remembered that the lines of demarcation between the four divisions are 
shadowy and indefinite, one division often merging into and overlapping 
another. 

Liability for Breach of Contract . Under the general laws of contracts, an 
auditor is liable to a client if the auditor breaches the contract. If the subject 
matter of a contract between an auditor and his client is illegal, a valid con¬ 
tract does not exist. An auditor cannot enforce collection for services rendered 
if he has failed to comply with state licensing laws. An auditor must not 
disclose the affairs of a client to third persons. An auditor must not withhold 
information from a client. 

Liability for Negligence and Fraud. Negligence is failure to do that 
which a reasonable and careful person ordinarily would have done under 
similar circumstances, or it is the performance of an act which a reasonable 
and careful person would not have done under similar circumstances. The 
professional auditor is holding himself forth as an expert, skilled in public 
accounting. Ignorance of his duties does not constitute a defense against 
action; there must be no pretense to knowledge when knowledge does not 
exist. The auditor must exercise the same degree of prudent skill expected of 
any other professional person. He is not expected to possess a "super” skill 
but simply that of a good professional man. Difficulty occasionally arises be¬ 
cause what amounts to lack of skill in one case may be of no consequence in 
another case. The auditor must discover whether or not the accounts and 
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records represent actual conditions and not merely determine that they are 
mathematically correct. He is under legal obligation to show true and ac¬ 
curate conditions commensurate with the exercise of reasonable professional 
skill. A legal obligation is not necessarily incurred i* he exercises reasonable 
skill and true conditions are not disclosed; in a lawsuit the accountant must 
convince the court of the exercise of reasonable skill. 

Generally, the liability for negligence is restricted to the client with 
whom the auditor has a contract; however, under the Securities Act, to be 
discussed later, the negligence may be extended to a third party—normally 
a stockholder. The purposes of the audit and the extent of the detail of the 
audit may limit or extend the contractual obligation between the auditor 
and the client and thereby assist in fixing the degree of legal responsibility. 
To be liable for ordinary negligence under a contract, the auditor (a) must 
owe a duty to the employer plaintiff, ( b) must have violated 01 breached 
that duty, (c) must have caused an injury to the plaintiff resulting directly 
from the negligence, or ( d ) must have caused the injury by ignoring con¬ 
tributory negligence on the part of the employer. Contributory negligence 
is not a defense if it has not contributed to the accountant’s failure to per¬ 
form and report. 

In the preceding paragraphs, negligence has been construed as "ordinary” 
negligence; the auditor customarily is liable only to his client for ordinary 
negligence. However, if the negligence is "gross” negligence, it may be held 
to be constructive or technical fraud. In fraud, there is deceit; negligence 
does not include deceit. In the Ultramares case (Ultramares Corporation v. 
Touche, 74 A.L.R. 1139; 255 N.Y. 170; 174 N.E. 441), the late Justice 
Cardozo created the concept that gross negligence resulted in constructive 
or technical fraud; and, if fraud is present, a right of action for damages is 
open to anyone who suffered because he relied upon the accountant’s report 
and opinion. In order to establish fraud, there need be no contract between 
the accountant and third parties whom the accountant has never seen and 
whom he does not know. Evidently, if it is possible to demonstrate to the 
satisfaction of the court that there existed a misstatement of an essential 
fact, or if there is an omission of an essential fact, and if a third person suf¬ 
fered because of such misstatement or omission, the auditor is liable to those 
third persons regardless of his competency, carefulness, and caution. Thus, 
an inexcusable error constitutes neglect toward the client; and it may be 
construed as fraud toward injured third persons. In the Ultramares case, 
Cardozo held that test and sampling were proper but that failure to detect 
fictitious receivables, inflated inventories, and errors in accounts payable, and 
failure to discover that the same receivables were pledged at several banks, 
constituted negligence, and that the jury should decide whether the offense 
was ordinary negligence or gross negligence amounting to fraud. 

Although the auditor is liable only to the employer for ordinary negli¬ 
gence at the present time, it is impossible to predict whether or not the courts 
may decide that even ordinary negligence gives the right of action to third 
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persons, as that privilege exists under the Securities Act. The Ultramares 
case, the case of Lawrence v. Fox, and other recent cases have narrowed the 
space between negligence and fraud and have caused fraud to be much easier 
to establish. If fraud is proved, privity of contract is no defense to the suit. 
Legal cases are on record where the purchaser of a commodity has sued and 
recovered directly from a manufacturer for damages caused by defective 
manufacture, even when the purchaser obtained the product from a dealer. 
A slight extension of these cases to the field of public accounting would 
render an auditor more directly liable to third persons for what a court 
might consider to be ordinary negligence. In the State Street Trust Company 
case (278 N.Y/ 104), which finally was settled out of court, one court 
placed the accountant under direct responsibility to third persons who relied 
upon the accountant’s statements, even without proof of gross negligence 
amounting to fraud, as established in the Ultramares case. In the State Street 
Trust Company case the plaintiff had loaned money to the accountant’s 
client prior to the receipt of the accountant’s statements. 

At the present time, if an error is one of judgment not accompanied by 
negligence, no penalties have been imposed. 

Rule 5 of the Rules of Professional Conduct of the American Institute of 
Accountants—dealing with failure to disclose material facts, failure to re¬ 
port a material misstatement, gross negligence, failure to acquire sufficient 
information, and failure to direct attention to material departure from gen¬ 
erally accepted accounting principles—properly imposes heavy penalties 
for violation upon members of the Institute. 

In order to establish fraud other than that arising from gross negligence, 
there must be fraudulent intent. The auditor may be liable for fraud (a) if 
he is guilty of making a statement known to be untrue or without reasonable 
grounds for believing it to be true or with utter disregard for the truth, made 
with the intent that another person shall act thereon; ( b) if that person 
acts thereon; and (c) if the act causes injury to the person acting thereon. 
No legal obligation is incurred by the auditor if the client sets up restric¬ 
tions that have the effect of not enabling the auditor to disclose fraud and 
these restrictions are disclosed; suspicions of fraud must be disclosed to 
avoid liability. The auditor is not responsible for carefully laid fraudulent 
plans if reasonable skill would not discover them. Honest mistakes of an in¬ 
consequential nature and errors of judgment do not result in legal liability; 
but inconsequential ’'mistakes” must not be made intentionally in order to 
please a client. In his report the auditor must disclose all essential facts per¬ 
taining to the audit; he must set forth any restrictions placed upon him 
during the audit which might have prevented the securing of essential data. 
Departure from recognized professional practice must be reported. 

Accounting reports and financial statements often get into the hands of 
third parties, when the original intention was that the data were not to be 
available to such third parties. There is no denying the fact that, in certain 
small audits, all auditing procedures are not followed, because all procedures 
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are not considered necessary, and because third parties did not exist —at that 
time- Then a third party develops. Many third parties do not possess techni¬ 
cal skill, but they claim injury because of their reliance on the auditor’s 
opinion. In such instances, in his report (a) the auditor should clearly in¬ 
dicate the omitted standard procedures; ( b ) he should clearly set forth his 
reasons for such omission; ( c) he should limit his report to a statement of 
his findings; and ( d ) he should not express his opinion that the financial 
statements present fairly the position of the company and the results of its 
operations, in conformity with generally accepted accounting principles. 

One of the most infamous legal procedures occasionally used against the 
accountancy profession—and one that rightfully incurs the condemnation 
of every fair-minded professional and non-professional person—is the 
"strike-out.” The objective of the plaintiff in such a suit is to extort money 
from the accountant, forcing him to purchase freedom from publicity for 
acts of which he is not guilty. The procedure in a strike-out suit is as follows: 
A corporation may default in a bond issue, and bankruptcy proceedings may 
follow. Unscrupulous lawyers obtain copies of the accountant’s statements 
issued prior to the bond default or the bankruptcy; these lawyers then ob¬ 
tain "experts” who will offer false testimony concerning the statements, to 
the effect that the independent accountant was guilty of negligence or fraud. 
The ‘'expert” witness is in no danger of perjury because his testimony is 
presented as his opinion, and convictions rarely are made for opinion testi¬ 
mony. 

A few court cases in summarized form are presented below for study. 
There are hundreds of similar cases. 

Case 1. The auditors, employed by X, were charged with negligence 
because they failed to discover embezzlement committed over a long period 
by an officer of X. The audit was of the customary type, that is, a balance 
sheet audit with a review of operations. The accountants had suggested 
changes in the internal control of X; the suggestions were ignored by X. 
The auditors filed a countersuit against X for the collection of fees for the 
current audit, during the course of which the embezzlement was discovered. 
The court held that if an audit is of the test and sampling variety and is not 
detailed, it is not necessarily the fault of the accountants if manipulation is 
not discovered. The accountants were held to be not guilty of negligence; 
they also won their suit to collect their fees. This case is a definite step to¬ 
ward forcing management to assume responsibilities that rightly belong 
to it. 

Case 2. The auditors, employed by X, were sued by X’s bonding com¬ 
pany for failure to detect the embezzlements of an employee of the insured 
X. The audit contract did not call for a detailed audit. The verdict was for 
the auditors; the court pointed out that a limited audit was very different 
from a complete and detailed audit. 

Case 3. The auditors, employed by X, were sued by a third party who 
had granted X a loan on the basis of the statements certified by the auditors. 
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The third party charged the auditors with negligence and fraud, contending 
that the auditors should have discovered inflated inventories and the pledg¬ 
ing of the same accounts receivable at several banks simultaneously. The 
suit was for over {1 million; after being tried and retried, it was settled for 
one-third of the original claim. 

Case 4. The auditors did not compare tax bills with cheques purporting 
to pay certain tax bills of X, the client. The tax payments were fictitious. 
X charged the auditors with negligence in connection with the fictitious 
cheques and also for failure to discover payroll manipulation. The claim of 
almost $200,000 was settled for $24,000. 

Case 5. The auditors were charged with negligence for failure to dis¬ 
cover embezzlement brought about through the medium of incorrect journal 
footings. X, the employer, obtained a favorable decision, which was reversed 
on appeal. Although the auditors finally won the case, the costs of defense 
and appeal were large. 

Case 6. The auditors, employed by X, were sued by X’s bonding com¬ 
pany for failure to discover embezzlement brought about by the kiting of 
cheques and by other manipulations. The auditors were charged with breach 
of contract, breach of warranty, fraud, and negligence. The lower court 
found for the auditors; on appeal, the verdict was reversed. Upon retrial, 
the case was settled for almost $300,000. 

Case 7. The stockholders of the X company sued the directors and au¬ 
ditors of the X company. The directors were sued for certain stock transac¬ 
tions between the X Company and the Y Company, a subsidiary of the X 
Company; the auditors were sued on the basis of negligence and fraud for 
their failure to disclose the intercompany stock transactions. The case was 
dismissed, but the auditors incurred legal fees of many thousands of dol¬ 
lars. 

Case 8. The auditors were charged with negligence by X, the employer, 
and were sued for over $ 1 million because they had failed to discover em¬ 
ployee defalcations. The court held that X, the employer, was equally guilty 
of negligence, along with the auditors, and therefore limited the recovery 
of X to $2,000, the audit fee. 

Case 9. Injured third parties sued the auditors of X for failure to investi¬ 
gate real property values underlying mortages held by X. The auditors won 
in the lower courts and on appeal, but their legal expenses in defending the 
numerous cases exceeded $250,000. This case evidently relieves the auditor 
from the role of an appraiser of property, within the limits and circum¬ 
stances of the case. 

Case 10. The auditors, employed by the county commissioners, were 
sued by a surety company, under the theory of subrogation, on the basis 
that their negligence caused loss through embezzlement by an employee in 
the office of the county commissioners. The audit was a balance sheet audit 
with a review of operations. The lower court and the Supreme Court of the 
state found for the auditors. The language in the opinion of this case is re- 
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freshing, and the case tends to temper some of the harsh court decisions in 
other cases. The court pointed out that 

No amount of auditing prevents thieving; it merely discloses or discovers it. 
... In general the court thinks that the auditors here were quite attentive to 
the interests of the county. They found that the treasurer’s office was in bad 
shape from the standpoint of efficiency, and they had to go in there and spend 
a lot of extra time that they really should not have had to spend in order to 
straighten out the records due to the bad condition in which these inefficient 
employees had got them. That was work they probably did not contemplate, that 
they were going to be nurse-maids to a group of inefficient public employees, 
but they did that; and when they found out there was an employee in there that 
had a bad reputation, who had only been there two or three weeks, they im¬ 
mediately called that to the attention of the county commissioners. . . . 

Liability under the Federal Securities Acts. As administered by the Se¬ 
curities and Exchange Commission, the Securities Act of 1933 and the Se¬ 
curities Exchange Act of 1934 have gone farther in establishing rigid liabil¬ 
ity for a public accountant than has the common law. 

The Securities Act of 1933 provides for the disclosure of all data and 
information pertinent to a company’s business and securities, which data 
and information must be available to an investor in deciding whether or 
not to purchase the securities of that company. The Securities Act has made 
the accountant liable to third-party investors not only for fraud but also 
for innocent, though negligent, misrepresentation. A major requirement of 
the Securities Act is the filing of a registration statement with the Commis¬ 
sion prior to the issuance of securities for sale in interstate commerce. Under 
the provisions of the Securities Act, minute detail is required in the registra¬ 
tion statement, including a complete economic history of the registrant com¬ 
pany. If an accountant "prepared or certified” the financial statements of 
the registrant, the written consent of the accountant is necessary to use his 
name in connection with those statements. After proper filing of the regis¬ 
tration statement, twenty days elapse before the obligations and rights of 
the act become effective. After the effective registration date, a security 
purchaser may sue the accountant for misrepresentation of a material fact 
or for the omission of a material fact in the accountant’s statements used 
for registration purposes. In order to recover, the plaintiff must prove loss; 
but he is not required to prove that the loss resulted from the misrepresenta¬ 
tion. If the plaintiff purchased the security subsequent to one year from 
the registration date and after more recent financial statements were avail¬ 
able to the security-holder plaintiff, he must prove that the loss resulted 
from misrepresentation in the statements submitted for registration. 

The defenses of the accountant against such action are as follows: ( a ) 
proof that the financial statements filed with the Commission were not fair 
copies of the accountant’s statements; ( b ) proof that, prior to the registra¬ 
tion date, written notice was given the Commission by the accountant that 
he would not be responsible for the financial statement filed with the 
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statement of registration; (c) proof that the statements were true and 
proper and that they contained no omission or misstatement; ( d) proof 
that the financial statements were used with the registration statements 
without the knowledge of the accountant and that the accountant, upon 
learning of the use of the statements, gave public notice to the situation and 
also notified the Commission to withdraw his authority for the correctness 
of the statements; (e) proof that the plaintiff investor possessed knowledge 
of incorrectness in the statements at the time the securities were purchased; 
(/) proof that the loss of the investor was caused by reasons other than the 
accountant’s erron; ( g ) proof that the accountant acted in good faith in 
conformity with a regulation of the Commission; ( h ) proof that the ac¬ 
countant relied upon a technical expert for some phase of the financial 
statements and that the accountant had no reason to question the accuracy 
of the figures of that technician; (i) proof that action by the plaintiff was 
brought subsequent to three years from the date on which the security was 
offered to the public, in accordance with the act; and (/) proof that action 
by the plaintiff was brought subsequent to one year from date the plaintiff 
learned of the accountant’s misrepresentation. 

In accordance with the act, the recovery of the plaintiff is limited to the 
difference between the price paid for the security (not in excess of the pub¬ 
lic offering price) and (a) the value at the date the suit was instigated, or 
(b) the price at which the plaintiff sold the security before he filed his suit, 
or (c) the price at which the plaintiff sold the security after filing his suit 
but before judgment. 

The burden of proof is placed upon the accountant, and he must defend 
as many suits as are instituted against him by disgruntled security holders. 
The liability of the accountant attaches to prospectuses issued in connection 
with a proposed security sale as well as to the registration statements. Insur¬ 
ance companies no longer will issue indemnity insurance at standard rates 
to an accountant as protection against loss alleged to have been suffered by 
a stockholder; special insurance at prohibitive rates is obtainable. 

The Securities Exchange Act of 1934 provides for the registration of se¬ 
curities exchanges, securities listed on the exchanges, and brokers dealing 
in securities. The general purposes of the Securities Exchange Act are to 
protect the investing public by curtailing speculation, to prevent the ma¬ 
nipulation of stock prices, and to review the annual reports of companies 
subject to registration. The Securities Exchange Act has placed additional 
responsibilities on the accountant. It must be emphasized at this point that 
the Commission does not view the accountant as the originator of the finan¬ 
cial statements of a registrant; rather, the Commission looks upon him as 
an expert lending his opinion. 

Standard No. 3 

Thus, the following standard is developed: 

No. 3. "Due professional Care is to be exercised in the performance of 
the examination and in the preparation of the report." 
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QUESTIONS AND PROBLEMS 

1. In your state, what are the requirements for candidacy for the C.P.A. exami¬ 
nation? 

2. State four circumstances under which a certified public accountant, in ex¬ 
pressing his opinion on financial statements as the result of an audit, may 
have acted in a manner discreditable to the profession. 

3. Rule 5 of the Rules of Professional Conduct of the American Institute of 
Accountants holds that a member, in expressing his opinion, acts in a dis- 
credi cable manner: 

a) If he fails to disclose material facts, or 

b) If he fails to report a material misstatement known to him to appear in 
a financial statement, or 

c) If he is grossly negligent in the conduct of his examination, or 

d) If he fails to acquire sufficient information m warrant the expression of 
an opinion, or 

e) If his exceptions are sufficiently material to negative the expression of 
an opinion, or 

/) If he fails to direct attention to any material departure from generally 
accepted principles of accounting. 

Prepare a list of imaginary situations—one each for (a) through (/) 
—which would constitute discreditable acts. 

4. An accountant has a financial interest in the business of a client. Discuss the 
conditions under which it is proper and not proper, respectively, for the ac¬ 
countant to express his opinion on the financial statements of this client’s 
business. 

5. A new client has requested an audit. You are informed that your report will 
be used for credit purposes. The client informs you that all records of origi¬ 
nal entry—except the General Journal—will be prepared by his staff and 
that all general ledger postings from those records will be completed. He 
expects you to prepare the general journal entries, post the General Journal, 
and prepare financial statements. What position would you take? 

6. State your personal views concerning advertising by professional people. 

7. As auditor, you are requested by a client corporation to sign published state¬ 
ments of anticipated earnings. What position would you take with respect to 
this request? What are the reasons for your answer? 

8. Rule 9 of the Rules of Professional Conduct prohibits contingent fees except 
in certain cases. What justification exists for this rule? 

9. What relationship should exist between the auditor and the staff of the 
client? 

10. What are the legal responsibilities of a public accountant with respect to the 
work done by him as a professional auditor? Discuss. 

11. What should be the auditor's relationship ( a ) to other accountants, ( b) to 
the public, and (c) to the client? 
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12. The auditor of the Barley Company completed his examination of the rec¬ 
ords of the company and then prepared the company’s federal income tax 
return. He made a mathematical error in preparing the return. Several 
months later the United States Treasury Department advised the Barley 
Company of the error and assessed an additional tax of $550. If you were 
the auditor, what position would you take? 

13. You are the auditor for the Bogart Company. Mr. Jones, a member of the 
board of directors, owns all of the capital stock of the Besuden Company, 
which you also audit. The Bogart Company buys all of its raw materials 
from the Besuden Company. Mr. Jones is the only member of the board of 
the Bogart Company who knows that you audit the records of the Besuden 
Company. In the report of your examination of the Bogart Company, what 
would you indicate with respect to this situation? 

14. During the first audit of a partnership, it was discovered that the land and 
building were held in the name of one partner only. What position would 
you take? 

15. Facts discovered during the course of an audit are regarded as professional 
secrets. Name the conditions under which professional secrecy may be abro¬ 
gated. 

16. An auditor rendered his bill for $5,000 to a client. The client asked the 
auditor to accept in settlement 70 shares of the $100 par value stock of the 
client corporation. The accountant accepted. 

Prepare the journal entries, and explain fully how the transaction should 
be recorded on the client’s books and on the auditor’s books: 

a) If the shares had been newly issued. 

b) If they had been reacquired by the company and carried as treasury stock. 

Are ethical considerations involved in the preceding arrangement? 

17. The Barr Company, your client, is indebted to the First National Bank, its 
regular depository and source of borrowed funds. The Barr Company sub¬ 
mits a copy of your annual audit report to the bank. The bank requests ad¬ 
ditional information from you. State the course you would follow, and 
present your reasons. 

IB. You are examining the annual financial statements which are to be pub¬ 
lished for inclusion in the annual report to the stockholders. You find that 
depredation charged against income differs from the depreciation deduction 
in the federal income tax return. What course would you follow? 

19. Company No. 1 purchased $10,000 of merchandise from Company No. 2. 
Because of an error in a decimal point, Company No. 2 billed Company 
No. 1 for $1,000. Company No. 1 recorded the purchase at $1,000 and sent 
its cheque to Company No. 2 for that amount. No objection was received 
from Company No. 2. During your annual audit of Company No. 1, you 
discovered the error, which the company admitted but refused to correct, 
stating that it was not interested in keeping books for Company No. 2. 
Later, you were engaged to audit the records of Company No. 2; remember¬ 
ing the incident, you investigated and found that Company No. 2 had 
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entered the receivable at $1,000 and had accepted the Company No. 1 
cheque in full settlement. 

In each examination, what course would you follow? 

20. Frequently, an accountant requests that the client supply him with a certifi¬ 
cation of (a) inventory quantity, value, and condition; ( b) liabilities, par- 
ticularly with respect to their inclusion; (c) receivables, particularly with 
respect to their collectibility; and ( d) capital assets, particularly when ap¬ 
praised values are used. 

To what extent may an accountant use these certifications as safeguards 
against charges of negligence and at the same time assume full responsibility 
for the engagement? 



STARTING THE AUDIT 


Terms Peculiar to the Auditing Profession 

Accountants employ different terms to indicate the same item or function, 
or use the same term to indicate a variety of items or functions. Standardi¬ 
zation of accounting terminology is a much-desired goal. At this point, cer¬ 
tain terms peculiar to the auditing profession are introduced; these terms 
will be used with increasing frequency as the book progresses. 

Check and checking. As a noun the word "check" is used quite loosely 
in the field of accounting; it may mean control or supervision in order to 
secure accuracy. As a transitive verb the word "check” may mean the placing 
of a mark against an item after verification. The word "checking” may be 
used to indicate a comparison of two or more numbers, or of the same num¬ 
ber in two or more places, as on a sales invoice, in a journal, and in a ledger. 

Voucher. A voucher is any documentary evidence in support of a trans¬ 
action. A voucher may be a paid cheque, a receipted invoice, a petty cash 
receipt, a written requisition for the withdrawal of raw materials from a 
storeroom, an authorization to place a new employee on the payroll or to 
remove an existing one therefrom, or a request for repairs. Frequently, a 
voucher is viewed as a receipt for money paid; but this concept is not all- 
inclusive. 

Vouching. The transitive verb "to vouch” means to warrant or to an¬ 
swer for. Vouching is an examination of the underlying evidence which is 
in support of the accuracy of a transaction. Vouching is intended to sub¬ 
stantiate an entry by proving authority, ownership, existence, and accuracy. 

Verification. Verification is the act of proving the truth or accuracy of 
an item. The term "verification” is not used primarily in the sense of exam¬ 
ining underlying evidence in support of transaction accuracy but rather in 
the over-all sense of proving the accuracy of footings, extensions, posting 
of transactions from journals, the amount of cash on hand and in the bank, 
the existence and ownership of assets, depreciation charges, stockholders’ 
ledger balances, prepaid expenses, and innumerable other items. 

Footing. The term "footing” means the verification of the accuracy of 
vertical totals and subtotals. "Cross-footing” means the verification of the 
accuracy of horizontal totals and subtotals. 

52 
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Inspection. The transitive verb "to inspect" means to review critically 
or m investigate. To scan and to scrutinize mean the same as to inspect; 
therefore, the terms "inspect," "scan,” and "scrutinize” may be used synon¬ 
ymously—all to the effect that entries are reviewed by inspection, without 
complete verification or vouching. Frequently, certain parts of the total 
entries are verified or vouched, and the remainder are examined by inspec¬ 
tion. Inspecting, scanning, and scrutinizing always represent a departure 
from complete verification. An experienced auditor frequently obtains more 
information from inspection than an inexperienced auditor does from com¬ 
plete verification. 

Examination. The transitive verb "to examine" means to investigate, to 
inspect, to test, or to test by appropriate method. 

Comparison. The transitive verb "to compare" implies noting the simi¬ 
larity or dissimilarity of individual items, subtotals, or totals in a series of 
related financial statements. 

$ Analysis r The transitive verb "to analyze” means to resolve into ele¬ 
ments or constituent parts, to separate or discriminate the paus in relation 
to the whole and to one another. Consequently, the analysis of an account 
involves breaking down both the debit and the credit entries into a system¬ 
atic classification in order to verify accuracy. 

Reconciliation. This refers to the practice of bringing two separate and 
independent sets of related figures into agreement—for example, reconcil¬ 
ing the cash according to the ledger with the cash according to the bank 
statement. 

Confirmation. "To confirm” means to obtain additional proof from a 
source other than the client or his records—for example, by obtaining from 
a bank an independent statement of the amount of cash on deposit or by 
obtaining from the customers statements indicating the amounts owed by 
them. 

Testing. The term "testing” refers to the verification of a portion of the 
accounting transactions by sampling. The sample must always be represent¬ 
ative. Testing is acceptable practice in an audit. The assumption is that if 
the results of the tests are satisfactory, other similar data, although untested, 
will contain the same percentage of reliability. In order to test in an accept¬ 
able manner, the information must be classified logically. For example, the 
data may be grouped as follows: sales record footings, purchase record 
postings, creditor invoices and related vouchers, cash receipts and cash dis¬ 
bursement postings, paid cheques, payroll journal sheets, classifications of 
expenses, etc. After proper classification of the items, the next step is the 
determination of the number of items or the percentage of the total items 
of each classification to be tested; this phase will be treated in this chapter 
and in succeeding ones. 

Preliminary Arrangements with the Client 

When negotiations between the client and the auditor are in the first 
stages, the auditor should obtain as much information as possible to assist 
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him during the course of the audit. During the preliminary arrangement 
stage, most clients indicate a hearty desire to answer questions and to con¬ 
duct the auditor over the premises and through the offices. The auditor thus 
has an excellent opportunity to meet personnel and to note for himself the 
organi2ation and general operation of the company. A satisfactory intro¬ 
ductory visit with the client—usually made by a principle—often will save 
much time and work later. The client has a better understanding of his 
business than the auditor, but the auditor has a better knowledge of auditing 
than the client. The client frequently believes that he must tell the auditor 
• exactly how to proceed, but the auditor must not be led astray by the client 
and must always do what is best under the particular circumstances of the 
engagement. An auditor must listen to his client as a physician listens to his 
patient; but the young auditor is sometimes prone to follow the directions of 
the client, with the result that when the client receives the audit report, he 
has nothing more than a written analysis of verbal information supplied by 
himself, substantiated by proper examination. 

In the case of an audit or investigation, the general layout of the client’s 
company, business, and operations must be thoroughly surveyed and studied 
by the auditor before he engages in active audit work. Thus, in a prelimi¬ 
nary way, the auditor familiarizes himself with the client’s problems; and 
his ability to assist the client is thereby increased. Each audit engagement 
is different from every other engagement; procedures may vary widely. 
Owing to the differences between engagements, the auditor must call forth 
all his ingenuity in order to give the client the best possible results with a 
minimum of time and expense. 

The Planned Audit versus the Surprise Audit. The auditor formerly 
made many of his visits to a client in the nature of a surprise, so that the 
client’s employees would be caught unawares if they were in arrears with 
their work, if they had made errors that they had not taken tiiAe to locate, 
or if they were guilty of fraud and had not had sufficient time to cover their 
dishonest transactions. 

Today, the periodic visit of the auditor is, in the majority of cases, care¬ 
fully planned. The broad business service and the analytical nature of the 
work performed by the auditor make necessary certain preliminary arrange¬ 
ments with the client so that the latter’s routine will not be seriously affected 
and so that the auditor may perform his work in the minimum of time 
commensurate with good practice. If the auditor is careful, he can in most 
cases detect errors and fraud just as effectively in an arranged visit as in a 
surprise visit. 

The Repeat Engagement, If the audit is a repeat engagement, a tele¬ 
phone conservation frequently constitutes the only preliminary arrangement. 
When the audit is performed by the same accountant who conducted it in 
the preceding year, he should refer to the office files for the working papers 
of prior years and review them thoroughly. 

When the audit is a repeat engagement but is made by a member of the 
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staff who did not conduct that particular engagement, the working papers 
of former years should be studied carefully; and all correspondence with 
the client should be reviewed. In addition, the staff member who is to con¬ 
duct the audit should confer with the man formerly in charge of the engage¬ 
ment, if he is still available. 

First Audit. When an audit is to be performed for the first time, particu¬ 
lar care should be exercised in the preliminary arrangements. In addition to 
a general discussion with the client, the auditor must obtain answers to 
certain specific questions; and he must determine that there is agreement 
between himself and the client on several matters. The data and information 
to be obtained and the questions to be answered are indicated in the follow¬ 
ing pages. Much of the information will be obtained from the president and 
the chief accounting officer. 

The following points must be covered before a first audit; and many of 
them must be covered prior to work on a repeat engagement. 

1. Purpose of the audit 

2. Period to be covered 

3. Testing of entries 

4. Internal control 

5. Confirmation of accounts 

6. Investigation of the accounting system 

7. Audit locale 

8. Time 

9- Fees 

10. Number of people 

11. Balancing of books 

Purpose of the Audit. During preliminary negotiations with a new 
client, the auditor should determine the purpose for which the audit is to 
be performed. It may be made for purposes of general examination, for 
credit purposes, for the prospective sale of the business, because of a suspi¬ 
cion of fraud, or for any of the other purposes presented in Chapter 1. 

Period to Be Covered. The usual period covered by an audit is one year. 
However, many business concerns have audits made for interim periods; or 
an examination may be made for specific purposes, which may include a 
period of more or less than one year. On a new engagement the auditor must 
be certain that he understands the length of the audit period; he must also 
ascertain when the last audit was made, and by whom, since a lapse of time 
without an audit may have an effcet not only on the scope of the examina¬ 
tion but also on the audit report. 

Testing of Entries versus Detailed Verification. After the auditor has 
examined the system of internal control in operation, he is in a position to 
indicate to the client the extent of the detailed verification desirable and 
necessary. 

The majority of examinations are balance sheet audits with a test of in- 
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come and expense accounts—the general audit. Most accounting entries 
are honestly and correctly made; the purpose of testing is to detect errors 
and fraud and to enable the accountant to judge impartially the accuracy of 
the accounts and records. The auditor must be satisfied that the transactions 
are legitimate and that the accounting for them is proper, so fhat the finan¬ 
cial statements are not affected, and so that an opinion of the statements may 
be rendered. 

Definite rules for the amount of testing and sampling will be developed 
as each specific section of an audit is developed. The amount of testing by 
classes of transactions is treated in Chapter 6, "The Audit of Original Re¬ 
cords.” As stated, testing may be on a random basis of sampling or on a 
block or purposive basis of sampling. Block testing may be on the basis of 
consecutive weeks or months or on the basis of non-consecutive weeks or 
months. Random testing may be on a basis whereby the sample is suffi¬ 
ciently representative to result in the probability that each item in the array 
of data has an equal opportunity to be a part of the sample. Either type of 
testing must satisfy the auditor that the items sampled are correct to a high 
degree of probability—or that the results of the tests are unsatisfactory. If 
the results are not adequate, additional testing must be performed; or cer¬ 
tain data must be verified in detail. 

At this point in the preliminary arrangements, the auditor must make 
the client realize the necessity for testing; he must also make clear to the 
client the fact that, as the audit progresses, more or less testing may be 
required than had originally been planned. Of course, after the tests of the 
transactions have indicated their accuracy, the auditor also will scrutinize 
additional transactions of a similar nature. 

The auditor does not indicate to the client the specific transactions he 
will verify, since such information might pave the way for the covering of 
fraud. 

Internal Control. In order to discover—in part at this early stage of 
preliminary negotiations—the existence and effectiveness of the system of 
internal control in operation, the auditor will address many questions to 
the president and to the chief accounting officer. A few of these questions 
are as follows: 

1. Does one employee function in more than one of the following capacities: 

a) Cashier 

b ) Bookkeeper 

c) Accounts receivable or accoupts payable clerk 

d) Shipping or receiving clerk 

e) Payroll clerk 

If one employee does occupy more than one of the preceding positions, the 
auditor is immediately on guard for the possibility of irregularities; and the 
amount of detailed audit work will be increased over the amount that would 
be necessary if there were no such dual occupancy. Obviously, in a small con¬ 
cern, these duties cannot be segregated; consequently, the fewer the number 
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of employees charged with financial accountabilities, the more detailed must 
be the audit. 

2. Are employees in a position of trust bonded? Failure to bond employees opens 
the way for unrecoverable losses. 

3. Do all employees in (1), above, receive a periodic vacation of reasonable 
length? If not, the opportunity to cover fraudulent transactions is increased. 

4. Are all cash receipts deposited intact daily? Failure to deposit all currency 
and coin daily—and intact—opens possibilities for fraudulent practices, places 
temptation before employees, and adds to the work of the audit because the 
ability to trace receipts to the bank is lessened. 

5. Is one person responsible for petty cash? 

6. Who may authorize cash disbursements? If this responsibility is not cen¬ 
tralized, unauthorized disbursements may be possible. 

7. How are inventories controlled? Inventories are as valuable as cash, and fail¬ 
ure to control them properly is serious both from the standpoint of theft and 
from the standpoint of the additional work necessary in the audit. 

8. In your opinion, is any employee dishonest? One of two answers will be 
forthcoming. If no one is suspected of dishonesty, the auditor must watch for 
inadvertent temptations placed before employees. If some person’s honesty is 
doubted, the auditor subsequently must attempt to prove or disprove the sus¬ 
picion. 

Confirmation of Accounts. The question of requesting confirmations of 
receivables and payables should be settled before the audit begins. Many 
new clients object to the confirmation of accounts. Today, recognized pro¬ 
cedure dictates that receivables be confirmed whenever it is feasible and 
reasonable to do so. 

Internal auditing departments frequently confirm receivable balances; 
if the independent public accountant is satisfied with the system of internal 
control and with the results obtained by the internal auditing department, 
he may decide to limit his confirmation requests to those accounts with a 
balance in excess of a selected dollar amount. 

Investigation of the Accounting System. Prior to active work on the 
engagement, the auditor should familiarize himself with the operation of 
the accounting system in use. He cannot hope to perform a competent audit, 
instruct assistant staff members, estimate time, and give advice as to the 
requirements of the audit if he does not possess a good working knowledge 
of the system in operation. Although the principles of accounting are uni¬ 
versally the same, local conditions and requirements, and variations in oper¬ 
ating systems, sometimes cause adoption of peculiar techniques. 

Most clients are anxious to have the Auditor investigate the accounting 
system in use and advise them of any necessary or desirable changes in pro¬ 
cedures and techniques. Well-qualified employees usually are quite willing 
to point out phases of the system which are obsolete or not operating satis¬ 
factorily. Of course, any substantial amount of work on the system should 
constitute a separate engagement. 

Audit Locale. In order to avoid delay and confusion, the exact place for 
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the performance of the audit should be established. Most audits are con¬ 
ducted in the offices of the client; and this normally is the correct place if 
all books, records, and business papers are kept there. However, the exact 
place within the client’s offices should be arranged. The large majority of 
clients are most considerate in arranging pleasant quarters and suitable 
working space for the auditor. The auditor must not assume, however, that 
the client’s personnel is suddenly turned over to him and placed under his 
command. 

Time. The time of starting the audit must be definitely settled. If pos¬ 
sible, it is advisable to perform certain preliminary work prior to the close 
of the fiscal period, thus relieving pressure at a later date. The client natu¬ 
rally desires to know when the audit will be started so that he can have all 
records in readiness for the auditor, in accordance with instructions. 

Fees. The question of fees must be arranged before the audit is begun. 
Most auditors prefer a per diem rate, because it is seldom possible to estimate 
exactly the total fee in advance of the work. Most clients prefer a flat fee, 
since they then know the exact cost involved. Good professional men are 
honest and efficient; if the client realizes that fact, he also realizes that the 
auditor will render his services in the minimum time consistent with good 
and thorough work. No conscientious auditor has any desire to operate 
slowly simply because the client might be willing to pay a sum greater than 
he should pay. If the auditor accepts a flat fee, he is almost certain to 
liberalize his estimate as mere protection. If his flat fee estimate is too high, 
the auditor may be placed in the position of attempting to explain the high 
estimate. If the estimate is too low, the auditor suffers, since he must not 
hurry his work beyond the speed at which the best results are obtained. If 
per diem rates are accepted, the client usually wants an approximate idea 
of the time to be spent. He is within his rights in this respect; most auditors 
have a fairly clear idea of the time required for any job in question if the 
preliminary survey is adequate and if unforeseen conditions do not develop. 

It is well to have an understanding with the client as to the meaning of 
a day’s work. In busy seasons the auditor frequently works twelve or more 
hours per day, but seven hours is considered a normal day’s work. Therefore, 
the charge for one man for one calendar day will not necessarily be the per 
diem charge but rather the per diem rate for a seven-hour day applied to 
the total hours worked per day. 

Number of People. The number of people to be assigned to the engage¬ 
ment should be discussed with the client, together with the grade of each 
person. The client usually leaves this matter to the discretion of the ac¬ 
counting firm, but the firm member arranging for the engagement should 
express his wishes and intentions. With the personnel established in advance, 
the client is familiar with his approximate total daily cost; also, he will not 
be surprised to discover more than one person working on the audit when 
the engagement is started. 

Balancing of Books. It is not the normal duty of the auditor to balance 
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Illustration 1 

LETTER OF CONFIRMATION 


CORBIN AND DRAKE 

Certified Public Accountants 

UNIVERSITY BUILDING WlLLkAM P. CoRBIN 

Cincinnati 21, Ohio Gborgb N. Drake 


Mr. Richard W. Hess, President 
Ohio Manufacturing Company 
6959 Blue Ash Road 
Cincinnati 13, Ohio 


December 11, 1951 r 


Dear Mr. Hess: 

This is in confirmation Df our conversation of today concerning the 
audit Df the accounts and records of the Ohio Manufacturing Company 
for the year ended December 31, 1951. 


The engagement will include: 

1. A general audit, that is, a balance sheet audit with 
a test of income and expense transactions. 

2. A detailed verification of operations for periods 
and itBms to be selected by us. 

3. The preparation of the federal income tax return. 

The ratBS for the engagement are as follows: 

One senior accountant at $50 per 7-hour day. 

Two junior accountants at $25 each per 7-hour day. 

Services of partner at $20 per hour. 

We estimate that the engagement will require approximately twenty 
days for thB onB senior and two junior accountants, and approximately 
two days for the services of a partner, unless unforeseen circum¬ 
stances develop. 


It is understood that a trial balance will be prepared by your staff 
not latBr than February 1, 1952. In addition, you arB to have in 
readiness the various schedules discussed today, of which we will 
send you a list within thB following two weeks. Wb will count thB 
cash and negotiable securities Dn January 2, 1952, and we will start 
the remainder of thB work not later than February 1, 1952; we will 
finish the audit in time for the submission of thB report at the 
annual meeting of thB stockholders on April 16, 1952. 

Very truly yours. 


WFC:BD 




CORBIN AND DRAKE 
William F. Corbin, Partner 


the books of the client. In a new engagement the auditor should make his 
position clear on this point, because if a ledger is out of balance, many hours 
might be expended searching for errors. If the auditor has given the client 
an estimate of the total hours required for the audit, the client may be dis¬ 
satisfied with the additional hours required to do the work that should have 
been done by his own employees. 

Letter of Confirmation 

After all preliminary arrangements have been made, a letter confirming 
the arrangements may be sent to the client; or a contract may be sent for 
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Illustration 2 

ENGAGEMENT CONTRACT 


CORBIN AND DRAKE 

Certified Public Accountants 

University Building William F. Corbin 

Cincinnati 21, Ohio Gborgb N. Drake 

October 27, 1951 

Board of Directors 

Blank Manufacturing Company 

Cincinnati 6, Ohio 


Gentlemen: 

At the request of thB Chairman of your Board of Directors, we are 
pleased to submit the following proposal: 

Corbin and Drake, Certified Public Accountants, hereby propose to 
examine the balance sheet or the Blank Manufacturing Company as of 
December 31, 1951, and the income statement for thB fiscal year then 
ended. We further propose to review the accounting procedures and 
accounting records, and other supporting evidences of the company, 
in accordance with generally accepted auditing standards applicable 
in the circumstances to the extent we deem necessary for an audit 
report. 

We agree to perform the above professional services as expeditiously 
as is consistent with the formulation and expression of opinions, 
and in accepting this proposal, you agree to pay per diem rates of 
9100 for a partner, 950 for thB senior-in-charge, and 925 for each 
Junior accountant's services. It is understood that thB maximum 
fee for services outlined abDVB shall not exceed 91.000, unless 
unforeseen conditions develop during the course of thB examination. 


This proposal, in duplicate, is submitted this 27th day of 
October, 1951. 

CORBIN AND DRAKE 

By- 

Partner 


Accepted at 


_1951 

BLANK MANUFACTURING COMPANY 


By- 

TitlB 


acceptance; or neither course may be followed. The practice of sending a 
confirming letter to a new client is common; this letter should set forth the 
conditions of the audit, its scope, limitations imposed, confirmation pro¬ 
cedure, date of report delivery, and any other pertinent matters. Illustration 1 
presents a letter of confirmation. The letter of confirmation may or may not 
contain an acceptance clause; it usually does not. Illustration 2 presents one 
form of confirmation of engagement contract. 

Many firms do not send a letter of confirmation or a contract but operate 
on the basis that all matters were settled orally to the satisfaction of the 
client and the accounting firm. 

Engagement Memorandum 

After obtaining an engagement, the auditor prepares an engagement 
memorandum, which is retained in the firm office. It is a confidential docu- 
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Illustration 3 


CORBIN AND DRAKE p iS ' N ° . r . 

_ Prepared by W F Corbin 

Engagement Memorandum Dat t December 11 , 1951 

1 

Exact Name of Client 

Ohio Manufacturing Company 

2 

Places nf Business Mam Office 

89)9 Blue Ash Road, Cincinnati 73, Ohio 


Othci 

None 

3 

Telephones 

Sycamore 8881 8888 8889 

4 

Kind of Business 

Manufacturers of automotive parts and acces- 



sortes 

5 

Conference Held with 

Richar l W Hess President 

6 

Date and Place of Conference 

December 11, 19)1, at company s offices 

~ 1 

Representatives of Cot bin and Drake 

WiVtarn I Corbin 

B 

Letrer of Confiimation 

December 11, 19)1 

9 

Repoit to Be Addressed to 

Boarl of Directrrs 

10 

Statements to Be Prepared 

Balance sheet at December 17, 951 related 



statement if income an l surplus for year 



ended December 37, 7P57 federal income tax 



return 

11 

Report Copies 

Six of complete audit report 12 of short form 



report 

12 

Account to Be Chirked 

Oho Manufact trrng Lompa/y 

13 

Fee Basis 7 Hour Div 

Psrtner 820 per hour senior f50 per day 



juniors 82) per day Total, utthour extras. 



approximately $ 2 400 

14 

Estimated Numbei of Days 

\ entor and 2 juniors , 20 days partner, 2 days 

15 

Audit Locale 

8959 Blue Ash Road Cincinnati 73, Ohio 

16 

Name of Person in Charge nf Records 

R bert P Me Matin 

T7 

Starting Dace 

January 2 1952 for cash and \ecunties 



February 7, 7102, for remainder of work 


1 At our choice preliminary work may start | 



on December 19 19 U 

18 

Report to Be Finished 

April 18 19)2 annual meeting of stockholders 

19 

Type of Audit 

General letitlel xenficati m for equivalent 



(f three months 

To“ 

Period to Be Covered 

January 1 1951—December 37 19)1 

Tl _ 

Former Auditors 

Arlington and Deekin 

22 

Type of Oiganiz irion 

Cirp iration -Oho 

_23_ 

Comments 








24~ 

Number of Acc luntmcs to Be Assigned 

One senior tu 0 juniors 

_25 

Assigned to Firmer 

Willtam 1 Corbin 


Set 1 n 

Harold S Pact 


Juniors 

Rustcll Fduar Is, James Waters 





ment and is not sent to the client The purpose of the memorandum is to 
cover the points discussed with the client, to guide firm personnel, and to 
set in motion the machinery for preparation for the engagement For re¬ 
peat engagements, details may be omitted from the memorandum due to 
the general familiarity with the nature of the engagement. 



62 - AUDITING: PRINCIPLES AND PROCEDURE TCh.3 

If the firm member who visited a new client and made preparatory 
negotiations is a partner or supervisor who will not perform the audit, he 
should summon the senior accountant who will be in immediate charge and 
discuss the situation with him. For further information the senior refers to 
the engagement memorandum and to the duplicate letter of confirmation, 
or to the duplicate of the contract, and to any other papers and correspond¬ 
ence in the office files. Illustration 3 presents an engagement memorandum. 

Methods of Charging 

There are three common methods of charging a client: 

1. The Per Diem Basis. Under this method the charges are on the basis 
of time spent by principals, supervisors, seniors, juniors, and office help. The 
rates are agreed upon with the client prior to the start of the engagement. 
Practices vary between accounting firms as to the number of working hours 
which constitute a day for per diem rates; at the present time a seven-hour 
day is considered normal. Per diem rates vary among accounting firms; 
and, within one firm, the same rate is not necessarily used for all accounts. 

As a variation of a straight per diem rate, there is a growing tendency to 
use the per diem rate as only one factor of the total charge; other factors 
are results accomplished and importance or responsible nature of the work. 

2. The Flat Sum Basis. Under this method a prearranged flat sum is 
agreed upon for the entire assignment, provided unforeseen circumstances 
which were not anticipated in advance do not arise during the course of the 
work. 

3. The Maximum Fee Basis. Under this method, per diem rates are 
used, with the understanding that the engagement is not to exceed a maxi¬ 
mum sum. For self-protection the accountant should insert an "escape” 
clause in his agreement, in the event of unforeseen conditions which might 
develop during the course of the work. 

Time Reports 

A daily time report should be kept by each accountant or by one person 
for all members of a crew working on one assignment. The time reports are 
turned in to the accounting firm’s office periodically—daily, biweekly, or 
once each month. Submission biweekly is followed extensively; however, 
the submission of daily time reports has the advantage of noting unassigned 
time immediately. The time report for each accountant will include not only 
his hours worked for each client, but details of the type of work performed. 
Illustration 4 shows a time report. This report may be used as a measure of 
individual fee income productivity. 

The time report of each accountant is transcribed into a record of hours 
for each client, as shown in Illustration 5. The record of hours serves as a 
time and cost ledger for each client, segregated into each type of work per¬ 
formed on the engagement. Expense reports are kept for each accountant, for 
travel and other costs chargeable to each job. 



Illustration 4 
TIME REPORT (FRONT) 


TIME REPORT 

Name Harold S Pace Week Ended February 1(1,1952 

f ase 
No 

Name of Client 


Dates 

Total 

Office Only 

2 5 

2 6 

27 

2 8 

2 V 

2 

2 JO 


DatL 

Amount 

1 428 

F12T 

F42 

1 33 6 
F 414 

1 282 

Ohio Manufac¬ 
turing Co 

9 

3 

6 



20 

5 


T he Carpet Hou re 

R r Parnell , Inc 


5 

— 

4~ 



2 



6 


Mohtor Corp 

— 



2 


2 


4 

F 



Fvanston Co 

2 

3 

1 

4 

2 




Middle Motors 




7 

- 





— 








— 



- 




— 



Unasstgned 


1 


1 

48 




Total 

9 

7 

8 

9 

7 

8 



Approved W F C 


TIME REPORT (REVERSE) 


Week Ended February JO, 1952 


Date 

Case 

No 

Description 

Hours 

Date 

LasL 

No 

Description 

Hours 

25 

I 428 

Accounts nceitable 


2 10 

1 42 

General Ledger 

4 



confirmations 

9 


1 33 6 

Cash in bank 

2 

2 6 

1 428 

Accounts receivable 



1 454 

Liabilities 

1 



aging 

3 




48 


1 42 

Office carh 

2 






1-434 

Minutes Book 

2 





27 

1 121 

Ini estments 

3 






1 121 

Notes payable 

2 






1 282 

Capital accounts 








analy it s 

3 





2 8 

1-428 

Prepaid items 

6 






1 3 36 

Conferences re taxes 

2 






1 434 

Contmgencte r 

1 





2 9 

1^428 

Confirmations 

2 






1-282 

Expense analyst J 

4 







Unasstgned 

1 
















Illustration 5 



CIIm ! Ohio A#nu/artiini»r Company 
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Billing the Client 

Time and expense reports are the primary bases used in billing the client 
and are directly or indirectly related to the methods of charging. The only 
divergence from the use of time and expense reports as the basis of billing 
occurs when a flat sum basis of charging is used, and even then the time and 
expense reports are summarized and compared with the flat sum in order 
to determine the fairness of the charges. 

Three different methods of billing are illustrated, as follows: 


Professional services . 





.$2,100 

Annual audit, reports, 

tax 

returns, etc. 

.$2,100 

Principal . 

2 

days 

@ 

$100 . 

.$ 200 

Seniors. 

20 

days 

@ 

50 . 

. 1,000 

Juniors. 

20 

days 

& 

35 . 

. 700 

Report typing . 

2 

days 

@ 

15 . 

. 30 

Tax returns . 

17 

hours 

& 

10. 

. 170 

Total. 





.$2,100 


Within one firm, practices may vary among clients. Some clients want 
a complete detail of charges, whereas others do not. It is common practice 
to round out the billing figures to even dollars or to ten-dollar amounts. 

Preparation for the Auditor by the Client’s Accounting Staff 

Normally, there is a vast amount of pre-audit work which can be per¬ 
formed by the staff of the client before the auditor's visit. This work is 
usually authorized by the auditor and is under his supervision. The follow¬ 
ing list is indicative of the schedules and data that clients may prepare, at 
the request of the auditor, prior to his visit: 

1. Trial balances 

a) General ledger 

b) Factory ledger 

c) Accounts receivable 

d) Accounts payable 

2. Cash 

a) Returned bank cheques arranged in accordance with request of auditor 

b) Bank reconciliation statements 

c) Schedules of cash items in transit 

d) Confirmation requests to be mailed by auditor 

3. Receivables 

a) Statements to debtors, to be verified and mailed by auditor 

b) Aging schedules for receivables 

c) Schedules of notes receivable, together with notes 
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4. Investments 

a) Schedules of investments, indicating type of investment, interest re¬ 
ceived, and interest accrued 

b) Investment purchases and sales transactions during year 

5. Inventories 

a) Original inventory-count cards or sheets 

b) Summaries of inventories by classes, locations, etc. 

c) Inventory price-test schedules 

d) Sales price schedules for finished goods 

6. Prepaid expenses 

a) Insurance Schedules 

b) Tax and other prepayments scheduled in accordance with auditor's 
instructions 

7. Fixed assets 

a) Schedule showing agreement of control with plant ledgers 

b) Schedules of additions tD capital assets, with supporting vouchers 

c) Schedules of deductions from capital assets 

d) Analysis of allowances for depreciation, showing credits and charges 

e) Analysis of repair accounts, showing detail 

8. Accounts and notes payable 

a) Statements from creditors, arranged for checking against company 
records 

b) Schedules of notes payable and any collateral held 

9. Bonds and mortgages payable 

a) List of owners, if there is no trustee 

b) Copies of bond indentures 

c) Schedules of premium or discount amortization 

d) Schedules of interest payments and accruals 

e) Canceled bonds, retired during period, should be available for inspec¬ 
tion 

10. Capital stock 

a ) Schedules of ownership of capital stock, by name and number of 
shares, if there is no transfer agent 

11. Surplus 

a) Analysis of charges and credits made during year to each class of 
surplus 

12. Profit and loss 

a) Labor summaries and overhead distribution summaries 

b) Lists of actual manufacturing expenses 

c) Schedules of tax payments 

d) Analysis of expenses, as indicated by auditor 

e) Analysis of revenues, as indicated by auditor 

13. Miscellaneous 

a) Copies of leases, royalty agreements, etc. 

b) Copies of contracts 

c) Other papers arranged in accordance with auditor’s request 

Certain auditors may not request the preparation of all of the foregoing 
schedules and information; in many audits, certain data indicated above 
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would not be required. In some audit engagements the client would prefer 
that the auditor prepare all schedules. 

When the staff of the client prepares schedules for the auditor, the papers 
should be presented to the auditor, to become a part of his file of working 
papers accumulated on the engagement. The accuracy of the figures and 
data will be verified by the auditor during the course of the engagement. At 
the beginning of each fiscal period, many companies open an Audit file, ac¬ 
cumulating therein all data and correspondence pertaining to the audit for 
that fiscal period. 


Starting the Audit 

Assignment. When he is assigned to a new client, the senior accountant 
in charge of the audit should obtain a letter of introduction ro the client 
from the principal or partner who arranged the engagement. The senior-in- 
charge should study the engagement memorandum and all available cor¬ 
respondence. If he is not familiar with the industry of which the client’s 
business is a part, he should inform himself through libraries, trade journals, 
and other staff members. 

If the audit is a repeat engagement, the senior-in-charge should take from 
the office files a copy of the preceding year’s report and working papers, the 
necessary data from the permanent file, and the audit program for the past 
year and the year under audit. 

Supplies. Before leaving his own office, the auditor should supply him¬ 
self with brief cases equipped with locks, columnar working paper, text 
paper, graph paper, blank bank confirmation forms, forms for the con¬ 
firmation of receivables, binders, stamps for mutilating examined papers, 
scratch paper, pencils of various colors, erasers, inks, rulers, clips, metal and 
paper seals for sealing envelopes and records and locks, time reports, and 
expense sheets. Supplies are not expensive and should be used liberally 
rather than sparingly. In an audit, each separate memorandum should be 
placed on a separate sheet of paper, even if only one line of the sheet is 
used. The reverse side of a sheet of paper should never be used. 

Arrival at the Client’s Office. Immediately upon arrival at the client’s 
office, the auditor in charge of the engagement should set his staff to work. 
One of the first convenient tasks is to count the cash, reconcile the bank 
balances, and control and reconcile all negotiable securities; this is par¬ 
ticularly true if the audit is being made promptly at the close of the ac¬ 
counting period or if fraud is suspected. Otherwise, the staff members may be 
assigned to any one of a variety of duties, as will be pointed out in suc¬ 
ceeding chapters of this book. It does not particularly matter what is done 
first, so long as the senior follows a well-controlled plan of examination and 
guides his staff accordingly. 

It is advisable for the senior-in-charge to devote several hours of the 
first day to visiting officers and other key personnel, reviewing significant 
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events for the year, and in general obtaining information of importance not 
necessarily available in the accounting records. 

Division of Duties among Staff Members. On any audit the duties of the 
senior accountant and the duties of the junior accountants must be well de¬ 
fined by the principal or the senior-in-charge in order to avoid duplication of 
work and in order to secure the most effective results on the engagement. The 
senior accountant should fully instruct the juniors concerning the form and 
content of the working papers, so that all papers will be prepared in ac¬ 
cordance with the policies of the firm. If such instructions are not given, the 
working papers of-each accountant on an engagement may differ in form and 
content, which will result in a waste of time, since the senior accountant 
will be forced to rearrange and revise the schedules. 

The senior accountant—in accordance with firm policy—advises the 
juniors as to the methods to be followed in the routine progress of the 
audit. 

ILLUSTRATION. If the mechanical accuracy of postings is to be 
proved, the senior accountant will decide whether such checking shall 
be done (a) from the journals to the accounts or ( b) from the ac¬ 
counts to the journals, and whether one person will do the checking 
or whether two shall be used—one to call entries and the other to tick 
them. The senior accountant also will indicate the extent of the testing 
and sampling; for example, he might instruct the junior to verify sales 
in detail for the months of January, July, and December; and, if all 
transactions are in order, the senior might reasonably assume that the 
sales for the remaining nine monrhs are in order. 

It is not unusual for the senior-in-charge to extract (or verify the extraction 
of) the general ledger trial balance, since he must be familiar with the ac¬ 
counting system as a whole. Matters brought to the attention of the senior 
accountant by the juniors which warrant discussion with the client are 
handled by the senior, never by the junior accountant. The senior extracts 
information from the minutes books; and he examines the charter and 
amendments thereto, the code of regulations, trust indentures and mortgages, 
and the capital stock accounts and records. 

As indicated in Chapter 1, junior accountants vary from young persons 
on their first engagement to people who serve as seniors on certain audits 
and as juniors on others. Many juniors are let practically alone by the 
senior, except for an occasion cursory checking and review. The junior ac¬ 
countant usually will be assigned to such duties as verifying extensions, 
footings, and postings; counting and reconciling cash balances; aging ac¬ 
counts receivable; verifying the balances of accounts receivable; vouching 
security transactions; checking the clerical accuracy of inventory sheets; 
vouching additions to and deductions from fixed assets; vouching additions 
to and deductions from depreciation allowance accounts; proving the proper 
balance of prepaid expense accounts; verifying the balances of notes and 
accounts payable accounts; verifying interest expense, prepaid interest, and 
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accrued interest; preparing papers for capital stock transactions; vouching 
surplus account charges and credits; and analyzing sales and expenses. Many 
other duties are normally assigned to the junior; some tasks are assigned to 
the junior on some audits and assumed by the senior on others. In any event 
the junior is subject to the call of the senior-in-charge, who in turn is guided 
by the practices and policies of his firm and by the exigencies of each situa¬ 
tion. 

After the junior accountants have been assigned their initial tasks, and 
after the senior accountant has reviewed important events with key per¬ 
sonnel, the senior may perform any of the following duties, not necessarily 
in the order named: 

1 . If the audit is for a new client which is a corporation: 

a ) Prepare a schedule of all books and records, and become familiar with the 
operation of the accounting system. 
h) Examine the system of internal control. 

c) Examine the articles of incorporation. 

d) Examine the code of regulations. 

e) Examine the Minutes Book of the board of directors and the Minutes 
Book of stockholders’ meetings. 

f) Prepare a general ledger trial balance. 

2. If the audit is for a new client which is a partnership: 

a) Prepare a schedule of all books and records, and become familiar with the 
operation of the accounting system. 

b) Examine the articles of copartnership. 

c) Examine the Minutes Book for partners' meetings. 

d) Prepare a general ledger trial balance. 

3. If the audit is a repeat engagement: 

a) Examine the minutes book for the current year. 

b) Examine changes in the charter (or articles of copartnership). 

c) Examine alterations to the code of regulations. 

d) Prepare a general ledger trial balance. 

Personnel Records 

Many accounting firms have the accountant in charge of the engagement 
rate the assistants—usually juniors and sometimes semi-seniors. These rat¬ 
ings are used when questions arise concerning promotions in rank, pay, and 
responsibility. Such a personnel report is shown in Illustration 6. 

Standard No. 4 

Based upon the discussion presented in this chapter, the following stand¬ 
ard may be set forth: 1 

No. 4. "The work is to be adequately planned; and assistants, if any, 
are to be properly supervised.” 

QUE5TION5 AND PROBLEM5 

1. A junior accountant reported to his senior that he had performed the follow¬ 
ing operations: 
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Illustration 6 


PERSONNFL RFPORT 

(Rfad Instructions before Preparing This Rlpdrt) 
Name_Assignment_ 


h xplanation 

A 

FxccllLnt 

86-100 

B 

Good 

71-85 

C 

Fair 

55-70 

D 

Poor 

0-54 

1 Audit Working Papers [a) Completeness 





(A) Neitnrsi 





(r) F ase of f illowing 





2 Technical Ability [a) Accounting prinuplt s 





(fc) Audit prm edurt s 


- 



(r) I in incial st ltemrnts 




(J) Report prep iralion 





3 Application to Work (a) Cnnsuent musness 





f b) In 1 1 i ltive 





(c) Aiturny 

— 




id) Speed 




4 Respcnsilulit} ( a ) Self rdiant 





( b ) C irr\ nut instructions 





(r) Suggestions nfTi red 





5 Profession il fa) Client relatir ns 





(i) St iff relitmns 





(r) Ability to n is m 





[d) Dignity 





(r) Tier 





6 Personal f a) Speaking 





[l ) Writing ability 





(r) Appurmci 





( d ) Person ilily 





ie) Conduct 





(/) I cadership 





(g) Ambition 






Comments_ 

Recommendations_ 

Signed_Date_ 

Instri ltions to Pi rsiin Prt i arint tiii- Rlfort 

1 Prepale a personnel report after completing each client assignment 

2 These n ports ire r Inctly confidential deliver them in person or mail them in the Personnel MandgLr 

3 Re careful and complete in grading 

4 The purpose of the personnel report is to assist the firm in the evaluation and training of its personnel 

5 If you have additional comments, wnlr them on the reverse side 


a) Vouched the amount of the petty cash fund. 

h) Analyzed the bank balance cash to the Cash ledger account. 

c) Inspected fixed asset purchases by looking at bills, vouchers, and cheques. 

d) Vouchered the accounts receivable ledger accounts with the Sales Regis¬ 
ter. 
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e) Checked all entries in the General Journal to original evidence. 

In each case, where was the junior accountant’s terminology faulty? 

2. a) What preliminary arrangements (other than the work to be performed 

by the client s staff) should be made with a new client prior to accepting 
an audit engagement? 

h) Before accepting a repeat engagement for the current year, what pre¬ 
liminary arrangements (other than the work to be performed by the 
clients staff) should be made with a client whose records you audited 
one year ago? 

3. A certified public accountant received a letter signed by the president of a 
small corporation, requesting an audit and inquiring as to the approximate 
cost of the examination. What course should the accountant follow? 

4. What entries should a professional public accountant normally make on the 
accounting records of a client? 

5. The New York Stock Exchange requires each member firm which conducts 
business with the public to enter into a contract with a firm of independent 
public accountants for an audit annually without notice to the brokerage 
company. The auditors are required to agree to conduct the audit in ac¬ 
cordance with the regulations of the Exchange, to notify the Committee on 
Member firms as soon as the audit is started, to fill in the committee's finan¬ 
cial questionnaire, and to submit signed reports to the committee. The mem¬ 
ber firms ate required to notify the committee of the Exchange not later than 
April 1 of each year of the accounting firm selected and to file copies of the 
contract. 

What are the advantages and disadvantages of a surprise audit of this 
nature? 

6. Draft a letter of confirmation for a proposed audit under the simple and in¬ 
complete conditions set forth below. Prepare your letter in a form different 
from the illustration in the text (see p. 59), and make any assumptions you 
wish. 

You have just returned to your office from a conference with a new client. 
You have made all preliminary arrangements with the client; the records of 
the client have never been examined before. Sales for the current year are 
{3,750,000. 

7. Draft a memorandum of engagement for the situation set forth in your an¬ 
swer to Question 6. The form of the memorandum should be different from 
that shown in the text (see p 61). 

8. a) During the early stages of an audit, the auditor asked for the Minutes 

Book of the board of directors. His request was refused. If you were the 
auditor, what course would you pursue? 

b) If the request for the Minutes Book were refused, as in (a), but if you 
were offered a certified copy of all resolutions pertaining to accounting mat¬ 
ters, what course would you pursue? 

9. Wliat preparatory work may be performed by the accounting staff of the 
client prior to the arrival of the auditor? 
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10. An auditor has just completed his preliminary arrangements with a new 
client. Why would the auditor be interested in the client’s trial balance at- 
the beginning of the period under examination? 

11. Upon his initial visit to a client, the auditor found that the real accounts had 
been ruled and balanced and that the nominal accounts had been closed at 
the end of the period to be examined. The auditor desired to extract a pre¬ 
adjusting trial balance. How should he proceed so that he could do the work 
rapidly and be free from error? 

12. On July 31, 1951, a business was converted from a partnership to a corpora¬ 
tion. You have regularly made the examinations of the financial statements 
of this business as of December 31 of each year and are requested again to 
examine them for the year 1951. As compared with the auditing procedures 
followed in the examinations of prior financial statements, state what proce¬ 
dures you would eliminate or add for purposes of the latter examination. 

13. On November 1, 1951, a client corporation of long standing, the Curd Com¬ 
pany, acquired a 100 per cent interest in the Cummins Corporation. The 
records of the Cummins Corporation have been regularly audited in the past 
by a reliable firm of certified public accountants. You were called upon to 
make the audit of both companies for the year ended December 31, 1951. 
Consolidated financial statements are to be prepared. 

To what extent would you examine the records of the Cummins Corpora¬ 
tion for years prior to 1951? 

14. You are the auditor of a large department store. The fiscal year ends on 
June 30, 1951. What would you do first: (a) If you could not start the 
audit until August 1, 1951? ( b) If you began the audit on July 1, 1951? 

15. During the course of an engagement, a certified public accountant discovered 
the discrepancies and errors indicated below. 

A comparison of the interoffice account of the City Wholesale Hardware 
Company with its suburban branch and the corresponding account carried on 
the latter’s books shows the following discrepancies at the close of business, 
September 30, 1951: 

(1) A charge of $870 for office furniture on the home office was taken up by the 
branch as $780. 

(2) A credit by the home office of $300 for merchandise allowance was taken up 
by the branch as $350. 

(3) The home office charged the branch $325 for interest on open account, which 
the branch failed to take up in full; instead, the branch sent to the home office 
an incorrect adjusting memo, reducing the charge by $75, and set up a liability 
for the net amount. 

(4) A charge for labor by the home office, $433, was taken up twice by the branch. 

(5) A charge of $785 was made by the home office for freight on merchandise but 
was entered by the branch as $78.50. 

(6) The branch incorrectly sent the home office a debit note for $293, representing 
its proportion of the bill for truck repairs; the home office did not record it. 

(7) The home office received $475 from the sale of a truck which it erroneously 
credited to the branch; the branch did not charge the home office therewith. 

(8) The branch accidentally received a copy of the home office entry dated Oc¬ 
tober 10, 1951, correcting No. 7, and entered a credit in favor of the home of¬ 
fice as of September 30, 1951. 
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The balance of the account with the branch on the home office books 
showed $131,690 receivable from the branch at September 30, 1951. The 
interoffice accounts were in balance at the beginning of the year. 

a) What was the balance on the branch books before adjustment? 

b ) What is the correct amount of the interoffice balance? 

c) Prepare a working sheet reconciling the amount of $131,690 on the 
home office books with the adjusted balance. 

d) Prepare the journal entry or entries to adjust the branch office books. 

(A.I.A.) 

16. From the information contained in the problem, prepare a statement of the 
net assets of Atkins as of December 1, 1951, and December 10, 1951, and 
changes during the period ended December 10, 1931. 

Atkins, a single proprietor, intends to form a partnership with Bartlet. 
Because of Atkins’ failure to keep records, he cannot furnish Bartlet with 
statements indicative of financial condition and earnings to serve as a basis 
for determining the respective capital interests of the prospective partners 
and for reaching an agreement on other financial matters. Accordingly, the 
two men agree that Atkins shall continue operating as a sole proprietor for 
the six-month period which will end on May 31, 1952. Atkins is to keep 
proper accounting records to serve as a basis for the drafting of a satisfactory 
partnership agreement. 

On December 10, 1951, you are engaged by Atkins to establish a starting 
point in the bookkeeping retroactive to December 1, 1951. You ascertain the 
following facts with respect to balances on pertinent dates and transactions 
during the ten-day period: 

1. Available data as of December 1, 1951: 

a) Bank balance per bank statement, November 30, 


1951 .$3,070 

Outstanding cheques, determined from chequebook: 

No. 971 . 120 

978 . 145 

984 . 170 

992. 180 

b) Furniture and fixtures, depreciated value. 2,200 

c) Receivables, per invoice copies: 

M . B00 

N . .. .. 500 

p . 600 

d) Payables, per creditors’ statements: 

C . 350 

D . 620 

F 820 

g ;;. ioo 

2. Transactions, December 1 to December 10: 

a) Sales Dn account to: 

R, goods costing $94, delivered on December 4 . . $ 140 

Q, goods costing $178, delivered on December 7 . . 250 

Y, goods costing $180, delivered on December 12 

(purchased from F below) . 320 
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b) Purchases on account from: 

C, goods ordered on December 1, received on De¬ 


cember 2 . 400 

F, goods ordered on December 2, received on De¬ 
cember 5 . 192 

G, goods ordered on December 4, received on De¬ 
cember 8 . 300 

I, goods ordered on December 10, received on De¬ 
cember 13 . 250 

c ) Cash receipts: 

Dec. 2 Cash sales (cost $634) . B60 

5 M . 400 

' 7 Cash sales (cost $326) . 4B5 

9 N . 300 

10 P (deposited on December 11, 1951) . . 600 

d) Cash disbursements: 

Dec. 2 Supplies (993) . 25 

4 December rent (994) . 175 

5 D (995) (after deducting 2 per cent dis¬ 

count) . 490 

9 F (996) . 500 

9 Withdrawal by Atkins (997) . 200 

e) December 4, receipt of credit memorandum for return 

of goods to D originally received on November 28 

and returned on November 30. 120 

December 9, allowance on goods purchased by N, 

November 24 (error in pricing) . B0 

3. Balance, December 10, 1951: 

a) Bank balance per bank statement, December 10, 

1951 .$3,7 BO 

Outstanding cheques: 

No. 984 . 170 

996 . 500 

h) Merchandise inventory, physical count, priced at cost . . 3,000 

c) Furniture and fixtures. 2,200 


(A.I.A., adapted) 

A new client—the Crest Company—had prepared the trial balance set forth 
on page 75 at the close of its second fiscal year, which ended on June 30, 
1951. You were requested to examine the records, which you did. The ex¬ 
amination resulted in the necessity of applying the entries indicated in the 
additional data following the trial balance. 

Prepare the adjusting journal entries and an eight-column accounting 
working sheet, setting forth the profit or loss for the year ended June 30, 
1951, and a balance sheet at June 30, 1951. 

Additional data: 

1. The $500,000 of common stock had been issued at a 10 per cent 
premium to the vendors of the property on June 30, 1949, the date of or¬ 
ganization. Stock of a par value of $60,000 was donated by the vendors and 
was recorded by a debit of that amount to the Treasury Stock account and a 
credit to the Stock Donation account. It was donated because land and 
buildings had not been valued accurately when entered on the books and 
because the proceeds were to be considered as an allowance on the purchase 
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CREST COMPANY 
Trial Balance 
J une 30, 1951 

. $ 52,475 


Accounts receivable. 320 000 

Reserve for bad debts. $ g 50 

Inventories, June 30, 1950 . 223 000 

Unexpired insurance, June 30, 1950 . 3,000 

Land. 200,000 

Buildings . 300,000 

Reserve for depreciation of buildings. 6,000 

Machinery . 148,500 

Reserve for depreciation of machinery. 11,250 

Sinking fund assets. 25,000 

Unamortized bond discount . 25,000 

Treasury stock, Lommon. 35,000 

Accounts payable. 55,000 

Bond interest accrued . 3,125 

First mortgage, 5 per cent sinking fund bonds . . . 226,250 

Common stock. 500,000 

Premium on common stock. 50,000 

Stock donation. 60,000 

Reserve for bond sinking fund . 25,000 

Earned surplus, June 30, 1950 . 69,000 

Sales, net. 915,000 

Purchases of inventories . 305,000 

Payroll . 132,800 

Factory operating expenses . 121,500 

Administrative expenses . 17,500 

Bond interest . 12,500 


$ 1,921,27 5 11,921,275 

price of land and buildings in proportion to their values as first recorded. 
The stock was sold in the latter part of 1949 for $25,000, which amount was 
credited to the Treasury Stock account. 

2. On June 30, 1951, a machine that cost $6,000 when the business was 
started was removed and replaced by a similar machine costing $10,000, 
which amount was charged to Factory Operating Expenses. The replaced 
machine had been depreciated at 7 l /j per cent during the first year. The only 
entry made was one crediting the Machinery account with its sales price of 
$1,500. 

3. Depreciation is to be provided as follows: 

Buildings.2 per cent 

Machinery.73^ per cent 

4. The inventories at June 30, 1951, were $294,000. 

5. The reserve for bad debts is to be adjusted to 1 per cent of the ac¬ 
counts receivable balance at June 30, 1951. 

6. Three years’ insurance is carried on buildings and machinery; and a 
premium of $4,500 had been paid on July 1, 1949. 

7. The first mortgage, 5 per cent sinking fund bonds mature in ten 
years from July 1, 1949, with interest payable on April 1 and October 1. 
They were sold on July 1, 1949, at 90; and the discount is to be charged off 
over the life of the bonds on a straight-line basis. 
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8. A sinking fund and a sinking fund reserve are built up on the 
straight-line basis, with a provision that installments after the first shall be 
decreased by the amount of the annual 5 per cent interest added to the fund, 
which interest is to be added both to the fund and to the reserve. 

9. The records disclose that the proper installment to the sinking fund 
was paid by the company on June 30, 1951, but that the amount was charged 
in error to the First Mortgage, 5 per cent Sinking Fund Bonds account. 

10. The sinking fund trustee reports that he added $1,250 interest to the 
fund on June 30, 1951. This had not been recorded by the company. 

11. A dividend of 10 per cent on the par value of the outstanding com¬ 
mon stock was declared on June 25, 1951, payable on July 15, 1951. 

(A.I.A., adapted) 




* 

INTERNAL ACCOUNTING CONTROL AND FRAUD 


Internal Control 

The objectives of internal control are to safeguard and preserve the assets, 
to protect against improper fund disbursements, and to offer assurance that 
unauthorized obligations cannot be incurred. These objectives are to be ac¬ 
complished through the internal company verification of the clerical ac¬ 
curacy of the accounting. 

The proper and effective operation of internal control depends (a) on 
well-planned bookkeeping and accounting records and the proper super¬ 
vision of them and ( b ) on segregation of duties. In the perfect segregation 
of duties, the bookkeeping and accounting work of one employee is auto¬ 
matically verified by the work of another employee; each employee op¬ 
erates independently and does not duplicate the work of another, and each 
employee facilitates the logical conclusion of the work. The subdivision of 
the work is so planned that no one person has complete control of one 
transaction through all of its phases; for example, no one person has com¬ 
plete control of cash receipts, cash disbursements, payroll, expenses, or sales. 
Different persons arrive at the same results, thereby proving the reliability 
of the accounting and assisting in the prevention of fraud and errors. 

ILLUSTRATION. One person may count the cash from the cash regis¬ 
ters while another person independently adds the sales invoices or 
controls the cash register tapes. The accountabilities are charged and 
discharged with a minimum of lost effort and time. 

Internal control exists throughout all levels of authority and is not 
centralized at any one point. 

Management's Function. Internal control is a function of management. 
As business organizations have grown in physical size, as operations have 
expanded in complexity, and as transactions have increased in number, it 
has become imperative that management supply itself promptly with reliable 
data based on the objectives of asset preservation, error elimination, and 
fraud prevention. Business data and accounting information must be pre- 
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pared effectively and economically, so that the cost of obtaining them is less 
than the benefits derived—just as it is imperative to manufacture and sell a 
product at a profit in a competitive market. 

Principles of Internal Control 

Internal control procedures will vary with each individual company. 
However, the cardinal principles of internal control may be stated as follows: 

1. Responsibility must be fixed. Without the proper charge of responsi¬ 
bility, the quality of the control will be inefficient. 

2. The accounting procedures and the operations must be separated. An 
employee should not be in a position in which he has control of the records and 
at the same time control of the operations giving rise to entries in the records. 
For example, the general ledger bookkeeper should not have access to the cash 
or to the records of cash sales. Of course, collusion can exist between employees; 
but the opportunities for fraud are reduced if procedures and operations are 
separated. 

3. All available proofs of accuracy should be utilized in order to assure 
correctness of operation and accounting. For example, sales for a day should be 
totaled and proved against the sum of released merchandise tags, if a retail sys¬ 
tem of inventory is used. 

4. No one person should be in complete charge of a business transaction. 
Any person will commit errors, but the probability is that an error will be dis¬ 
covered if the handling of a transaction is separated between persons. In addi¬ 
tion, the separation of integral parts of a transaction reduces the opportunities 
for fraud. 

5. Employees must be carefully selected and trained. Careful selection places 
an employee in a position for which he is suited and reduces turnover. Careful 
training results in better performance, reduced costs, and a more alert employee. 

6. Employees should be rotated on a job, if possible; vacations for those in 
positions of trust should be enforced. Rotation reduces the opportunity for fraud, 
points to the adaptability of an employee, and often results in new ideas for the 
organization. 

7. Operating instructions for each position should be reduced to writing. 
Manuals of procedure promote efficiency and prevent misunderstanding. 

8. Employees should be bonded. Bonding is a protection to the employer, 
and it serves as a psychological deterrent to a tempted employee. 

9- The protective advantages of a double-entry system of accounting should 
not be exaggerated. A double-entry system is not a substitute for internal con¬ 
trol. Errors are made under double entry; and the system alone will not prove 
omission, incorrect entry, or dishonesty. 

10. Controlling accounts should be used as extensively as possible. Con¬ 
trolling accounts serve as a proof of accuracy between account balances and 
between employees. 

11. Mechanical equipment should be used if feasible. Although error and 
manipulation must be watched for even when mechanical equipment is used, 
operating procedures are facilitated, the division of labor is promoted, and the 
internal control may be strengthened. 
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Reliance upon the System of Internal Control 

Careless original accounting makes an audit difficult and costly and 
limits its reliability. A recognized auditing standard provides for reliance 
upon the system of internal control as an indicative guide to the amount of 
detailed verification necessary in an engagement. Obviously, it is not pos¬ 
sible for an auditor to examine every transaction in even a medium-sized 
audit; consequently, the auditor examines the procedures employed and the 
data produced by the client to judge the accuracy of the client’s representa¬ 
tions and to determine the amount of detailed testing to be done. 

In addition to professional recognition of the standard of reliance upon 
the system of internal control, the Securities and Exchange Commission has 
recognized the importance of the system of internal control in its relation¬ 
ship to the amount of test-checking in an audit. Regulation S-X, Rule 
2-02 ( b ), requires the accountant, in the determination of the scope of the 
audit made for the purpose of reporting on financial statements filed with 
the Commission, "to consider the adequacy of the system of internal check 
and control" and "to consider the internal system of audit regularly main¬ 
tained by means of auditors employed by the registrant’s staff." The Sub¬ 
committee on Audits and Audit Procedure of the New York Stock Ex¬ 
change also recognizes the dependence of the professional accountant on the 
system of internal control. 

A system of internal control is not difficult to operate; a good system 
saves the auditor much time in conducting his audit and assures him of the 
relative honesty, accuracy, and reliability of the transactions. It is simply an 
integral part of any well-managed business. Reasonable internal control can 
be installed regardless of the size of a business organization. Of course, if 
collusion exists between two or more dishonest employees, the system of in¬ 
ternal control can be manipulated. Responsibility must be fixed to the 
greatest possible extent and at every level of authority. 

Auditors Review of the System of Internal Control 

The purposes of the auditor s review of the system of internal control 
may be expressed as follows: 

1. To determine the adequacy of the system as one of the bases for the audi¬ 
tor’s expression of opinion concerning the accuracy of the financial state¬ 
ments and other financial data presented in the report. 

2. To serve as a basis of proof of weakness or strength in the existing system 
of internal control. 

3. To determine the scope of the detailed work necessary in the conduct of 
the audit. 

In his review the auditor may follow any plan consistent with the de¬ 
termination of these three purposes and applied in accordance with good 
professional judgment. For example, he may obtain oral statements of pro¬ 
cedure, examine organization charts and flow-of-work charts, examine 
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procedure manuals and written instructions, and watch the system in its 
operation by following transactions through their routines. Another plan is 
to review selected portions in one year and other portions in following 
years. Still another plan—for a new client—is to conduct the review of the 
system of internal control at a date preceding formal work on the audit, to 
design the audit program, and for succeeding audits to review the system 
as a part of the regular engagement. In an initial survey of a system of in¬ 
ternal control, it is advisable to approach the review from a transaction 
point of view, in order to determine the flow of work and the accountabili¬ 
ties of the persons engaged in the work. This may be accomplished by the 
preparation of flow charts. 

In all cases the ability of the accountant is of greater importance than 
the method followed. The review may take the form of prepared ques¬ 
tionnaires, or it may be designed as a reminder list; it may be a section of the 
audit program, or it may be broken into sections corresponding with each 
section of the audit program. In all cases the review must be co-ordinated 
with the audit. Internal control questionnaires are presented in each of the 
following chapters, for a review of the internal control applicable to each 
item under discussion. 

Internal Control versus Internal Auditing 

To quote from the Statement of the Responsibilities of the Internal Audi¬ 
tor, issued by the Institute of Internal Auditors, Inc.: 

Internal auditing is the independent appraisal activity within an organization 
for the review of the accounting, financial, and other operations as a basis for 
protective and constructive service to management. It is a type of control which 
functions by measuring and evaluating the effectiveness of other types of con¬ 
trol. It deals primarily with accounting and financial matters but it may also 
properly deal with matters of an operating nature. 

The overall objective of internal auditing is to assist management in achiev¬ 
ing the most efficient administration of the operations of the organization. This 
total objective has two major phases, as follows: 

(1) The protection of the interests of the organization, including the point¬ 
ing out of existing deficiencies to provide a basis for appropriate cor¬ 
rective action. The attainment of this objective involves such activities 
of the internal auditor as: 

(a) Ascertaining the degree of reliability of the accounting and statis¬ 
tical data developed within the organization. 

( b) Ascertaining the extent to which company assets are properly ac¬ 
counted for and safeguarded from losses of all kinds. 

(c) Ascertaining the extent of compliances with established policies, 
plans, and procedures. 

(2) The furtherance of the interests of the organization, including the rec¬ 
ommendation of changes for the improvement of the various phases 
of the operations. The attainment of this objective involves such activ¬ 
ities of the internal auditor as: 
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(a) Reviewing and appraising the policies and plans of the organi¬ 
zation in the light of the related data and other evidence. 

( b) Reviewing and appraising the internal records and procedures of 
the organization in terms of their adequacy and effectiveness. 

(c) Reviewing and appraising performance under the policies, plans, 
and procedures. 

Internal auditing is a staff or advisory function rather than a line or operating 
function. Therefore the internal auditor does not exercise direct authority over 
other persons in the organization. 

The internal auditor should be free to review and appraise policies, plans, 
and procedures but his review and appraisal does not in any way relieve other 
persons in the organization of the primary responsibilities assigned to them. 

Independence is basic to the effectiveness of the internal auditing program. 
This independence has two major aspects, as follows: 

(1) The head of the internal auditing department should be made responsi¬ 
ble to an officer of sufficient rank in the organization as will assure 
adequate consideration and action on the findings or recommendations. 
The organizational status of the internal auditor and the support ac¬ 
corded to him by management are major determinants of the range 
and value of the services which management will obtain from the in¬ 
ternal auditing function. 

(2) Internal auditing should not include responsibilities for procedures 
which are essentially a part of the regular operations of a complete and 
adequate accounting system or of a properly organized operating de¬ 
partment. In some instances management may assign current operating 
responsibilities to the internal auditing department, but in such cases 
the execution of the current operating responsibilities should be per¬ 
formed by separate personnel and be subjected to the same review and 
appraisal as is accorded other operations. 

Thus, internal control deals with the operations of the accounting system; 
and internal auditing deals with the verification and appraisal of recorded 
data. 

The effect of internal auditing is to give the independent public ac¬ 
countant even greater reliance upon the system of internal control than he 
would have if internal auditing did not exist—provided he is satisfied in 
his review of the system of internal control and the results of the internal 
auditing procedure. 

As in the case of internal control, it must be remembered that an 
adequate system of internal audit does not imply that the work of the in¬ 
dependent auditor is performed for him—he does not accept the results of 
internal auditing in lieu of his own examination; he merely relies upon the 
results, after examination, to decrease the volume of his detailed verification. 
Independent auditing is a matter of evidence verification, and the verifica¬ 
tion of that evidence includes tests of work performed by the internal audit 
staff. 

Co-ordination of Independent Public Accountants and Internal Auditors . 
As business units have grown in size, as the number and complexity of 
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transactions have increased, and as systems of internal control have become 
more effective, the independent public accountant—by recognized standards 
—relies more and more upon data collected by management. In order to 
reduce the work of the independent public accountant, and in order to save 
money for the client, there must be co-ordination of effort between the in¬ 
dependent public accountant and the internal auditor. 

Sound bases for the promotion of co-ordination of the two separate groups 
are established by mutuality of interests, the establishment of financial 
statement reliability, professional recognition of reliance on systems of in¬ 
ternal control, and acceptance by the Securities and Exchange Commission 
of reliance on systems of internal control and internal audit. In order to co¬ 
ordinate the efforts of the two groups effectively, the following situations 
must exist: Each group must retain its separate identity; the public ac¬ 
countant must test the adequacy of the work of the internal auditor and the 
results of internal control; the public accountant must not divulge in ad¬ 
vance what activities of the system of internal control or of internal audit 
he will test, or the extent of his testing. 

In saving time for the professional public accountant and money for the 
client, the co-ordination culminates ( a ) in satisfaction of the public ac¬ 
countant, based upon his review, and ( b ) in the direct use of data prepared 
for the public accountant by the client’s staff. 

ILLUSTRATIONS. A few instances of the results of co-ordination are 
cited, as follows: (a) The public accountant may request that the client 
prepare an aging schedule of accounts receivable—a schedule com¬ 
monly prepared by the client for the auditor. The auditor will test the 
schedule—but time and money are saved because it was prepared for 
him; and he must be satisfied with it, to the same extent as if he had 
prepared it himself, in order properly to express his opinion in the re¬ 
port. ( b) The public accountant may request the client to prepare 
schedules of fixed asset acquisitions, (c) The internal auditor may 
have confirmed accounts receivable; the public accountant may then 
restrict his confirmation to a smaller percentage of the receivables or 
to accounts of selected amounts, (d) The work of inventory exami¬ 
nation may be reduced if the internal auditing staff has performed its 
duties to the satisfaction of the independent public accountant. ( e) 

The public accountant may have assisted in establishing the system of 
internal control and in recommending and training the personnel, and 
he may thus possess additional confidence in the system. 

Standards No . 5 and No. 6 

Based upon the preceding development, two additional standards may be 
developed, as follows: 

No. 5. "There is to be a proper study and evaluation of the existing in¬ 
ternal control and the internal auditing program as a basis for reliance 
thereon and for the determination of the extent of the tests to which audit¬ 
ing procedures are to be restricted." 



Ch. 4] INTERNAL ACCOUNTING CONTROL AND FRAUD ■ B3 

No. 6. There is to be an examination of the structure and operation of 
the accounting system, in order to support or deny the reliability of the data 
reflected in the accounts and on the financial statements.” 

The remaining sections of this chapter are devoted to the various forms 
of fraud, methods of detection, and the installation of a system of internal 
control which, when properly operated, will qualify as operating procedures 
within the meaning of the aforementioned standards. 

Error Classification 

In order to understand properly the installation and operation of a 
system of internal control, the forms of fraud which may be encountered and 
prevented must be understood. In their origin all accounting errors are either 

1. Intentional, or 

2. Unintentional 

Either the intentional or the unintentional error may result in 

a) Errors of principle 

b) Errors of omission 

c) Errors of commission 

An intentional error of principle, omission, or commission arises from 
deliberate planning, usually carried on by a dishonest employee. The in¬ 
tentional error may become the basis of legal action against the dishonest 
person. 

An unintentional error of principle, omission, or commission is a mistake 
that arises from carelessness or a lack of adequate accounting knowledge. 

An error of principle is an incorrect technical application of accounting 
principles and results in incorrect accounts and statements. 

An error of omission is a failure to make an accounting entry which 
should be made and results in incorrect accounts and statements. Errors of 
omission are difficult to detect, since an entry does not exist for examination. 
Detection of errors of omission is accomplished largely by tracing original 
evidences of transactions. 

An error of commission usually is the result of carelessness or delibera¬ 
tion and results in incorrect accounts and statements. 

Miscellaneous Legal Considerations 

In order to understand the requirements for an adequate system of in¬ 
ternal control, the auditor must be familiar with certain legal terminol¬ 
ogy- 

Crime. A crime is made up of ( a ) a criminal intention and ( b ) a 
criminal act. The intention and the act must both occur, since the intention 
without the act or the act without the intention does not constitute a crime. 
A crime is the omission of an act that is required or the commission of an 
act that is forbidden by the state and that affects the rights of the public. A 
crime is punishable by the state. A tort is a wrong in which the omission or 
commission of an act affects the rights of an individual and therefore affects 
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organized society. Consequently, an act or its omission may be both a tort 
and a crime. 

There are three classes of crimes: (a) treason, ( b ) felony, and (c) mis¬ 
demeanor. A felony is a crime punishable by penitentiary confinement and 
possible fine. A misdemeanor is a crime of less severe nature punishable by 
a jail sentence or fine, or both. 

Fraud. Fraud is deceitfulness or trickery. As applied to accounting, 
fraud constitutes any act or omission to act of a deceitful and therefore dis¬ 
honest nature, or negligence so gross as to constitute fraud. The result is to 
take property from its rightful owner without the permission or knowledge 
of the owner, or to misstate a situation, either knowingly or by gross 
negligence. Fraud may constitute a felony or a misdemeanor. Also, as ap¬ 
plied to accounting in general and to internal control in particular, the pre¬ 
vention of fraud through proper internal control is much more desirable 
than the detection of fraud. "Defalcation” and "misappropriation” are 
terms commonly and popularly used to designate fraud, but legally there 
are no such acts. 

Larceny. Larceny is a felonious crime in which the personal property of 
another is fraudulently taken away. In larceny there must be trespass, not 
necessarily into the owner’s property but of that particular part of the owner’s 
property stolen. The trespass must be without consent or authority. Criminal 
intent is necessary; the accidental misplacings of inventory by an employee, 
for instance, does not constitute larceny. The property must be removed from 
its normal or regular abode, that is, there must be asportation. In larceny the 
property must have an owner (as most property does); but the offending 
persons need not necessarily recognize this fact. 

Embezzlement. In embezzlement there need be no trespass, and the 
property taken need not be removed from its regular abode. In no state is 
embezzlement punishable at common law; it is punishable only by statutory 
law. 

We see, then, that fraud may constitute embezzlement or larceny, or 
both; that it may be a misdemeanor or a felony; and that it is always a 
crime or a tort. Legal action may originate by the state or its subdivisions 
or by an injured person. 

Reasons for Fraud 

The analysis of the underlying reasons for fraud falls within the province 
of the psychiatrist. The determination of the methods used constitutes the 
problem of the accountant. The best way to control fraud is to place the 
possibility of the act beyond the reach of every person who may be tempted. 
Prevention or the subsequent detection of fraud depend upon the technique 
of internal control and the examination by the independent professional ac¬ 
countant. The first "reason” for fraudulent accounting methods or entries is 
to cover larceny or embezzlement. The second excuse for fraudulent entries 
or failure to make entries lies in the utterance of a false position—particu- 
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Iarly those positions of financial condition and financial operation which 
will have the effect of misleading stockholders, creditors, or other interested 
parties. A system of internal control is not necessarily effective in preventing 
or eliminating fraud arising from the second reason. Honest management 
and Capable, independent auditors constitute the best preventative in such 

circumstances. 

f 

Forms of Fraud 

In order to control fraud, one must be familiar with the forms it takes 
and the methods used by the embezzler and the larcener. In this discussion of 
the forms of fraud, no attempt is made to consider fully the remedies. A 
later section of this chapter, entitled "Installation of a System of Internal 
Control," treats of the remedial phase. The common forms of fraud as re¬ 
flected in thefts of assets are as follows: 

1. Theft of merchandise 

2. Theft of securities and other assets 

3. Theft of cash by 

a) Failure to account for cash receipts, and 

b) Execution of fraudulent disbursements 

1. Thefts of Merchandise. Merchandise thefts occasionally are negotiated 
over a long period without detection, especially if the inventory system is in¬ 
adequate and if the individual thefts are small. This type of operation may 
be discouraged if all parcels carried by employees are checked in and out of 
the premises. Periodic physical inventory should be taken by personnel other 
than the regular custodians of the inventory. Another form of merchandise 
theft arises through the execution of false sales orders, accompanied by the 
shipment of goods to fictitious customers and the subsequent pickup of the 
merchandise at the quarters of a confederate or at the fictitious address. (For 
proper internal control, see the section entitled "Sales." 

2. Thefts of Securities and Other Assets. Thefts of securities are un¬ 
usual, but frequently they are not discovered until long after perpetration. 
The theft of stock certificates and bonds registered as to principal requires 
forgery in order to liquidate them. Thefts of supplies, small tools, etc., are 
common; centralized control and proper issuance procedure curb such 
thefts. (For proper internal control, see later sections of this chapter en¬ 
titled "Internal Control of Investments" and "Internal Control of Fixed 
Assets.") 

3A. Thefts of Cash; Failure to Account for Cash Receipts. In the theft 
of cash by failure to account for cash receipts, a variety of methods is used; 
a few of the common methods will assume one of the following forms: 

a) The theft of cash from cash sales, without recording the sales on a 
cash register or entering them on a sales invoice. This type of theft occurs 
immediately after a cash sale is made, and it is difficult to detect. In some 
instances, only a part of the total sale is rung on the register or entered on 
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a sales slip; and the difference is pocketed immediately or when the op¬ 
portunity arises. Cash may be taken and never recorded when it is received 
from such sources as income from investments in the form of coupons or 
cheques, interest on notes receivable, casual sale of capital assets and scrap 
material, and recovery of accounts receivable formerly written off as un¬ 
collectible. (See the section entitled "Sales.") 

b) The abstraction of cash and the entry of the correct amount of cash 
from cash sales or accounts receivable, followed by the underfooting of the 
total Cash debits in the Cash Receipts Book so that the Cash ledger account 
balance agrees with the reconciled bank statement balance. A variation of 
this procedure is to carry a Cash debit column total forward to the suc¬ 
ceeding page at a lower figure than the correct total. If cheques received 
from customers are abstracted, forgery is necessary to convert the cheques 
into cash. A credit column in the Cash Receipts Book must be underfooted 
and the incorrect total posted in order to bring about an equilibrium of 
debits and credits. This form of fraud may be disclosed by proving the ac¬ 
curacy of the footings. (See the section of this chapter entitled 'Receipt of 
Cash.") 

ILLUSTRATION. Theft of cash by underfooting receipts may be ex¬ 
emplified as follows: The cash collections from sales and accounts re¬ 
ceivable were as indicated in the Cash Receipts Journal below: 


Date 

Cash 

Dr. 

Accounts 

Receivable 

Cr. 

Cash 

Sales 

Cr. 

June 


1-15 

16-30 

$ 3,440 
13,416 

$2,140 

4,724 

$1,300 

B.692 




$16,756 

$6,864 

$9,B92 


i 





The bookkeeper entered the Cash debits, Accounts Receivable credits, 
and Cash Sales credits at the correct figures; he then underfooted the 
Cash debit column $100 and the Cash Sales column $100. This en¬ 
abled him to extract $100 in cash and at the same time have the Cash 
ledger account balance with the reconciled bank balance. 

c) The overstating of sales discounts or other discounts allowed to a 
customer. The difference between the correct discount and the recorded 
overstated discount is pocketed by the abstracter. This method is best prac¬ 
ticed when cash is available, because a large amount of manipulation and 
forgery is necessary if discounts are overstated and a cheque stolen, an en¬ 
dorsement forged, and the cheque then cashed. The method of operation 
is simple, and detection is avoided unless the auditor carefully checks dis¬ 
counts into the Cash Receipts Book and compares the cheque detail duplicate 
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deposit slips with the cheques recorded in the Cash Receipts Book. (See the 
section entitled "Receipts of Cash.”) 

d) Debiting some account other than Cash when money is received from 
a customer. Expense accounts are favorites, since they are least subject to 
complete verification and the customer receives proper credit in his account. 
The auditor may find a general journal entry charging Bad Debts or the 
Reserve for Bad Debts and crediting Accounts Receivable; a purported cor¬ 
recting entry charging one customer (fictitious) and crediting a real cus¬ 
tomer; or a debit to Supplies, Sales Returns (a favorite), or Sales Allow¬ 
ances, and so on. 

e) Writing off good accounts as uncollectible and not recording the 
receipt of cash when the customer remits. A variation of this is the stealing 
of cash from the later liquidation of an account thought actually to be un¬ 
collectible. (See the section entitled "Receipt of Cash.”) 

/) Setting up a fictitious customer account in the records and charging 
to the account sales to a legitimate customer. Collection from the legitimate 
customer will never be recorded because he has no account receivable on 
the books. Later, the fictitious account is charged to Bad Debts. Confirma¬ 
tion of accounts receivable is an aid in detecting this form of fraud, since 
the confirmation request will be returned to the sender. (See the section 
entitled "Receipt of Cash.”) 

g) Undercharging a customer on the books and, when the customer 
remits, pocketing the difference between the amount charged and the amount 
paid by the customer. Securing confirmations of accounts receivable is an 
aid, as is the comparison of duplicate bank deposit slips with the cash 
books. (See the section entitled 'Receipt of Cash.”) 

h) Lapping, the technique of which involves the withholding of current 
cash receipts without an entry being made in the books; then, at the time of 
a subsequent receipt, the entry for the first receipt is made, and the later 
receipt is not recorded. 

ILLUSTRATION. An example of lapping is as follows: Customer A 
remits $10 on account. The cashier or bookkeeper retains the $10 and 
makes no entry. A few days later, Customer B remits $15. Customer A 
is now credited with $10 and B with $5.00. The shortage remains at 
$10, the theft of the $10 from A’s remittance is covered, and a shortage 
of $10 exists in the account of B. A few days later, Customer C remits 
$40 on account. Customer B is then credited with $10, C receives no 
credit, and the resultant shortage is $40. 

These manipulations may go on indefinitely, or until the defaulter is dis¬ 
covered or makes good his shortages. With dishonest employees, lapping is 
a favorite method of manipulation. Safeguards against lapping include a 
proper system of internal control, matching of cash receipts with credits to 
customers’ accounts, confirmation of customers’ account balances, checking 
of bank deposits against controlled duplicate deposit tickets, and review of 
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bank statements for prior months to determine that interbank transfers did 
not involve "kiting/’ an act frequently necessary to cover lapping. (See p. 

89.) 

i) Failure to account for returned and unclaimed dividend and payroll 
cheques and cashing these cheques with forged endorsements constitutes 
another form of fraud. Someone other than the bookkeeper or the cashier 
should open all returned mail in order to prevent this practice. 

The theft of cash receipts may take many other forms, but in principle of 
operation they are the same as those presented here; the circumstances of 
any one case may alter the specific method of manipulation. 

3B. Thefts of Cash; Execution of Fraudulent Disbursements. In the 
theft of cash by the execution of fraudulent disbursements, numerous 
methods are used. The internal control remedies designed to prevent fraud 
through cash disbursements are discussed in the section of this chapter en¬ 
titled "Installation of a System of Internal Control." Illustrations of several 
forms of fraudulent disbursements follow: 

a) The theft of money from petty cash funds. Petty cash vouchers bear¬ 
ing forged approvals, incorrectly prepared vouchers with correct approvals, 
and used vouchers with altered dates are placed in the petty cash drawer to 
cover the amount stolen. As an aid in the detection of this type of fraud, the 
auditor should permanently mark the used petty cash vouchers; and the 
control of the unused petty cash vouchers should be taken from the petty 
cashier. 

b ) Forging cheques, cashing them, and destroying them when they are 
returned by the bank. The cashier should not be given access to the returned 
paid cheques, and all cheques must be accounted for by the auditor. This 
form of fraud is practiced most successfully if a chequebook other than the 
regularly used chequebook is obtained. In order to cover the fraud, cash 
disbursements posting totals must be raised; or unrecorded receipts must be 
deposited in the bank. 

c) Raising the amounts of paid cheques returned by the bank. Original 
record entries may be altered afterward, or they may be incorrectly stated 
before the cheque is prepared, for an amount in excess of the cheque mailed 
to the creditor. The fraudulent practitioner then abstracts the amount of 
cash representing the difference between the entry and the cheque. The 
cashier should not have access to returned cheques, and all cheques must be 
examined for alterations. 

d) Altering the date on a paid voucher and presenting it again for pay¬ 
ment. The officials signing the cheque should compare it with the voucher 
and should deface or mutilate the voucher so that it cannot possibly be pre¬ 
sented again for payment. The date of payment should be ineradicably 
placed upon the voucher. 

e) Preparing false vouchers for fictitious expenses and purchases, making 
false entries in the books of original entry, and preparing cheques for the 
false payments. Usually, the vouchers and cheques are prepared in favor of 
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fictitious creditors, an accomplice accepts the cheque, or forgery is practiced 
by the employee; if the voucher and cheque are prepared in favor of a bona 
fide creditor, endorsements must be forged. Officials approving vouchers 
should be familiar with the creditors, and the auditor should have a knowl¬ 
edge of them when he scrutinizes endorsements. In addition, cheques should 
be mailed directly by the last individual who signs them. 

/) Kiting of cheques. Kiting occurs when a cheque on one bank (A) is 
deposited in another bank (B) and the amount of the cheque is not shown 
as a deduction from the balance in Bank A at the date of the transfer. This 
always occurs near the end of the accounting period. No book entry is made, 
but the cheque deposited in Bank B covers the cash shortage and has the 
effect of increasing the balance of the cash in banks per the books at the end 
of the period, since the cheque has not cleared against Bank A. Kiting is 
practiced to cover the theft of cash and sometimes to pad the Lash position. 
If it is practiced to pad the cash position, a false credit entry is made to in¬ 
come to equal the debit to Cash. The cheque-signing officials should be ex¬ 
tremely careful in signing cheques toward the end of the accoanting period. 
Kiting may be practiced with one bank alone or with many. The composi¬ 
tion of cash deposits at the end of an accounting period must be carefully 
watched, and returned paid cheques for the first part of the next accounting 
period must be scrutinized. 

g) Omitting purchase returns and allowances, thereby overstating the 
net purchases. Cash to the amount of the return is abstracted; or two 
cheques are presented for approval at different times, one for the correct net 
purchase and the other for the return. The latter will bear forged endorse¬ 
ments. The preparation of vouchers must not be in the hands of the dis- 
burser of cheques if this opportunity for fraud is to be closed. 

h) Purchase discounts may be understated, underfooted, or apparently 
not taken and the amount of the discount abstracted from cash. The auditor 
must compare purchase invoice terms with the cheque register entries and 
the cheques and must verify footings. 

i) Overfooting the Cash credit column of the Cash Disbursements Book 
in order to cover a straight cash theft. Some other column must also be 
overfooted. 

;) Manipulation of payrolls. This is a fertile field for the criminally in¬ 
clined. Fraud may be perpetrated through this source (1) by padding the 
earnings of employees, (2) by overfooting the payroll journals, (3) by 
padding the payroll with fictitious employees, (4) by leaving ex-employees 
on the payroll, (5) by keeping unclaimed wages, and (6) by failing to 
record deductions from employees’ wages. There are a multitude of other 
possibilities, but all are variations of the six mentioned. 

Clever criminals constantly are at work devising new schemes to defraud 
employers and others. The auditor must be on guard at all times in order to 
frustrate criminal practices. There is no accounting system which cannot be 
manipulated by someone, either working alone or in collusion with another 
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person. Both the auditor and the employer are more interested in prevent¬ 
ing fraud than in tracing it after it has occurred. Prevention of any crime is 
much better than loss and subsequent prosecution and punishment of the 
criminal. A criminal intent is often forgotten if the temptation leading to its 
execution is removed by placing successful execution beyond all reasonable 
reach. In every business, then, there should be in operation a system of in¬ 
ternal accounting control which is efficient in its prevention of fraud, in its 
detection of fraud, and in its sound business procedure. In the following 
discussion of the installation of such a system, the reader will note that most 
of these forms of .fraud are prevented. Certain methods of executing fraud 
cannot be prevented completely and surely by an internal control system; 
the auditor must be fully cognizant of these possibilities. 

Installation of a System of Internal Control 

This text, devoted to auditing in general, will not attempt a full discus¬ 
sion and demonstration of the procedures involved in the installation of a 
system of internal control under all possible operating conditions. The gen¬ 
eral procedures and the common safeguards applicable to the conditions 
usually found in business organizations will be considered. 

In designing a system of internal control, the personnel should be segre¬ 
gated by their functions into (a) those who initiate or authorize transac¬ 
tions, (/;) those who carry out the transactions, and (c) those who have the 
responsibility for the item resulting from the transaction. 

The system should adhere to the principles of internal control set forth 
on page 7K. Once installed, the system must be watched and controlled 
constantly—it will not operate without supervision. 

From the standpoint of internal control, business transactions may be 
divided into the following classes: (a) purchase of assets and services, (b) 
sales of assets and services, ( c) receipt of cash, (cl) disbursement of cash, 
and ( e ) internal transactions. 

Purchoses 

General. The purchasing department of every business organization 
should have exclusive power to buy all materials and assets required by the 
organization. Purchases of service, such as labor, originate in and are au¬ 
thorized by the personnel department. The purchase of professional services 
and, frequently, the acquisition of fixed assets are usually powers granted 
major executive officers or vested in the board of directors. All routine pur¬ 
chases made by the purchasing department should bear the approval of a 
major executive. In small concerns, where a separate purchasing department 
cannot be maintained, one person in the organization should have exclusive 
power to make all purchases; and his purchases should receive the approval 
of another person. It is fundamental to proper internal control over the 
purchasing procedure that purchasing be segregated from receiving, from 
the recording of the purchase, and from payment. 
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Steps Involved. Each purchase made by a concern involves (a) the re¬ 
quest for an article or for material, arising in some department; ( b ) the 
placing of the purchase order with a vendor; (c) the receipt of the goods 
or services; and ( d ) the approval of the invoice. 

The Purchase Requisition. The department requesting assets or services, 
or the storekeeper—for inventories—sends a properly approved, written 
requisition to the purchasing department. The requisition is prepared with 
a sufficient number of copies to satisfy the requirements of the system; the 
original is sent to the purchasing department, and a copy is retained in the 
place of origin. The purchase requisition sets the purchasing department 
into operation for the instigation of the purchase. 

The Purchase Order. The purchasing department should ask for and 
receive bids for the article requisitioned. The order is placed in conformity 
with the policy of the company as to such items as quality, quantity, price, 
packing, shipping, etc. The purchase order is issued after approval by the 
proper official. The original and, usually, one copy are sent to the vendor; 
these, when accepted, constitute a contractual commitment. The number of 
additional copies will vary, depending upon the practices of the company. 
Copies may be sent to the requisitioning department, to the receiving de¬ 
partment, to the accounting or treasury department, to the budget depart¬ 
ment, to the officer who approved the purchase order, and to the store¬ 
keeper and one copy is retained by the purchasing department and filed in 
an Orders Placed file. The copy to the requisitioning department serves as 
notice that the request is honored. In many concerns the copy sent to the re¬ 
ceiving department does not show quantities—thus properly forcing the re¬ 
ceiving department to count and inspect the goods received. The copy to 
the accounting department is useful because it places that department on 
notice concerning future cash disbursements. The copy to the budget de¬ 
partment serves as the basis for appropriation reduction and as an indica¬ 
tion of adherence to predetermined policy. The storekeeper’s copy advises 
him of the fact that space must be provided for the material. The purchasing 
department, when filing the purchase order, should attach its copy of the 
purchase requisition. If a purchase order is canceled by the company, or if it 
is not accepted by the supplier, all copies thereof should be recalled and filed, 
since all purchase order numbers should be accounted for. 

Receiving. When the goods purchased are delivered to the receiving 
department, they are weighed, counted, or measured, and inspected for 
quality and specification. The receiving department prepares its receiving 
report in quadruplicate at least; one copy is sent to the purchasing depart¬ 
ment, one to the storekeeper, one to the accounting department to be at¬ 
tached to the vendor’s invoice, and one attached to the receiving depart¬ 
ment’s copy of the purchase order and filed. The receiving department should 
be permitted to accept nothing as "received” unless a purchase order is on 
hand. 

Invoice Procedure. Invoices should not be approved until the goods 
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have been inspected, counted, and approved. Invoices should be routed to 
the purchasing department first, where they are stamped with the purchase 
order number, date of receipt, and verification of receipt. After the receiving 
report is accepted by the purchasing department, the purchasing depart¬ 
ment’s copy of the purchase order is removed from the Orders Placed file 
and transferred to the Orders Filled file. The purchasing department ap¬ 
proves the invoice, compares it with the receiving report, and forwards it to 
the accounting department, preferably with a copy of the receiving report. 
The accounting department compares the invoice with its copy of the pur¬ 
chase order and receiving report, and checks extensions and footings; the 
invoice is then ready for payment. At payment the invoice is stamped "Paid,” 
together with the date; and the invoice and the accounting department’s 
copy of the purchase order are filed. All invoices and vouchers must be ap¬ 
proved by the proper disbursing officer. 

Sales 

Cash Sales. All sales are cash sales or credit sales. With respect to cash 
sales, good internal control requires that one person make the sale, to be 
checked by another person who receives payment and attends to the change¬ 
making. The salesperson records the sale on a sales ticket. The total of the 
sales tickets prepared each day must equal the total of the cash received by 
the cashier. A variation of this is to have the wrapper of the parcel check the 
sales slip against the price marked on the merchandise. Time is required to 
prepare cash sales tickets, and the modern trend is to have the salesman 
ring a cash register which ejects a slip of paper recording the amount of the 
sale and which also accumulates the sales totals within the register. Each 
customer then pays a central cashier. The total money received by the 
central cashier must be in agreement with the total sales register accumula¬ 
tions. When it is not possible to have both salesmen and cashiers, cash 
registers with a visible sales record should be used, together with the ejec¬ 
tion of a slip showing the total of the sale, which is given to the customer. 
This tends to eliminate the possibility of not ringing or under-ringing a sale. 
Every business making sales for cash has a different problem to be solved. 
A good system of inventory control is an aid in correct accounting for cash 
sales. If the inventory is kept at retail, any discrepancies between physical 
and book inventories mean that either merchandise or cash is being stolen. 
Further control over the cash receipts is discussed on page 94, under the 
section entitled "Receipt of Cash." 

Credit Sales. Credit sales involve ( a) receiving and preparing the sales 
order, ( b) shipping the order, ( c) charging and billing the customer, and 
( d) receiving payment from the customer. Credit sales procedures vary 
greatly for different concerns, and each company must adopt the policy best 
suited to its needs. General procedures are outlined here for the typical com¬ 
pany interested in avoiding fraud. 

Preparing the Sales Order. When an order is received from a customer, 
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it is approved by the sales department and the credit division. After approval 
by the credit department, one copy is sent to the shipping department if the 
company manufactures in advance of orders received. Thg order serves as a 
notice of release from the storeroom. If the company manufactures on con¬ 
tract, one copy of the order is prepared for the manufacture of goods. 

Shipping. Someone other than the person who gathers the order must 
check the merchandise against the order. In some cases the shipping copy 
of the order is routed directly to the storeroom, where one employee calls 
the items and another gathers them, the calling employee making notations 
for deductions from the inventory records. Then the goods and the ship¬ 
ping copy of the order are sent to the shipping room for final checking and 
shipment. The shipping department makes any alterations necessary, such 
as added transportation charges, and returns its copy of the order to the 
billing department. 

Charging and Billing. The billing department changes other copies of 
the sales order to agree with the shipping department’s copy for goods 
actually shipped. Sales invoices are then prepared by the billing department. 
The original sales invoice is sent to the customer; the duplicate is filed with 
the customer’s order; the triplicate is sent to the accounting department; the 
quadruplicate is sent to the sales department, where the salesman is notified 
of shipment to his customer. When company truck deliveries are made, one 
or two copies accompany the truck driver, who has the customer sign as a 
delivery receipt. In some variations of the foregoing, all orders are copied 
onto an order sheet; and in some instances a copy of the sales order serves 
as an invoice. 

It is the duty of the sales and credit departments to be certain that orders 
are not fictitious. In department stores where charge accounts are main¬ 
tained, the procedure is simpler and different in operation; but it is the same 
in principle. The salesclerk prepares a sales invoice in duplicate, giving the 
original to the customer and sending the duplicate to the accounting de¬ 
partment, where it serves as the basis for a change to Accounts Receivable, 
a credit to Sales, and a credit to Inventory. 

In any situation the accounting department’s copy of the invoice is the 
original datum authorizing a charge to a customer. This function is ex¬ 
clusively that of the accounting department; it should not be given to the 
sales department and should not be handled by the cashier who later re¬ 
cords the receipt of cash from the customer. 

Sales Returns and Allowances. A credit memorandum for sales returns 
and sales allowances should be executed and approved by a person who is 
not the bookkeeper and not the cashier. Since sales returns should be made 
to the receiving department or to an adjustment desk, any questionable or 
forged sales returns memos are traceable. False credit memos result in cash 
embezzlements or collusion with a customer and subsequent loss of accounts 
receivable, the guilty employee receiving a portion of the cash from the 
customer. The credit memo for returned goods must be accompanied by 
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authorization to the receiving department or the storeroom to accept the 
goods and place them on the inventory records again. 

Receipt of Cash ' 

Problems Involved. In establishing a system of internal control for cash 
receipts, the operation of the system must result in assurance that all cash 
receipts are recorded as such as they are received and that all cash which 
should be received is received. Cash stolen before a record is made of its 
receipt is much more difficult to trace than cash received and recorded, fol¬ 
lowed by a theft and manipulation of the records. 

Certain procedures for the assurance of the proper original recording of 
cash receipts were discussed in this chapter in cqnnection with cash and 
credit sales. In the section of this chapter entitled ''Forms of Fraud,” methods 
used in failing to account for cash receipts were discussed, together with 
certain steps necessary for their detection. In addition, the following internal 
control procedures must be established and enforced. 

Cash Received by Mail. Cashiers must never open incoming mail, since 
this would give them access to cash and the opportunity for accounting 
record manipulation. The mail must be opened by someone not connected 
with the cashier’s office, who does not have access to the formal accounting 
records, and who does not have access to cash funds—petty cash, for example. 
All remittances received should be listed in detail, one copy being sent to 
the cashier for entry in the cash records and for the preparation of the de¬ 
posit tickers, another to the bookkeepers for entry in the accounts receivable 
ledgers and the General Ledger, and another to the treasurer for checking 
with the controlled duplicate deposit tickets. The remittance list serves as a 
deterrent to lapping. The controlled duplicate deposit ticket shows any 
discrepancy between the true source of a bank deposit and the false source 
recorded on the books of the company. The cash is sent directly to the 
treasurer, since the cashier need not even see it. The treasurer, before de¬ 
positing the money, should compare the cheques and the cash, for amounts 
and description, with the duplicate deposit ticket. 

All interbank transfers of funds must be specifically approved in order to 
prevent kiting between banks. The treasurer is properly controlled because 
both the cashier and the bookkeeper have their records of the money turned 
over to the treasurer. After the treasurer has verified the receipts and the 
duplicate deposit tickets, he should approve the deposit tickets and forward 
them to the internal auditing department for checking with the records and 
with the subsequent bank statement. The internal auditing department must 
retain all data for the independent auditor; if there is no internal auditing 
department, the treasurer should retain the controlled duplicate deposit 
tickets for the independent auditor. The controlled duplicate deposit ticket 
serves the auditor as a check against bank statement deposits. 

If the person who opens the mail abstracts cash, the remitting customers 
can be relied upon to complain when they receive requests for payments 
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previously made. If the cashier steals money, his records must be altered, 
thus making him eligible for detection by the auditor. Overstating sales dis¬ 
counts will be of no avail to the ledger clerk unless collusion exists between 
the ledger clerk and the cashier. Cashiers must never have access to cus¬ 
tomers’ accounts, since this opens the way to fraud and concealment made 
possible under the variety of forms discussed earlier in this chapter. If the 
foregoing procedures are followed, lapping and kiting are impossible un¬ 
less collusion exists between employees. 

In addition to the procedures of internal control for handling cash re¬ 
ceived through the mail, the following procedures should be enforced, 
whether the cash is from mail remittance or from direct store sales. 

Cash Clearing Po'mt. All cash receipts should be cleared through one 
point in an organization. If there are branches where cash is collected, it may 
be locally deposited by the branch, with proper advice to the home office. 
The branch should not be permitted to make disbursements from its receipts. 

Cash Receipt and Cash Recording Should Be Separated. If two or more 
persons perform different duties in connection with cash receipts and the re¬ 
lated accounting records, the possibilities of fraud will be reduced. The per¬ 
son receiving the cash should not have access to the accounting records— 
subsidiary or control. In a retail store where visible cash registers are used, 
one person should count the cash and prepare it for deposit; another person 
should check the cash count against the sum of the independently controlled 
cash register tapes, sales tickets, or adding machine tapes—depending upon 
the system in operation. The Sales and Accounts Receivable credit totals 
must be reconciled with the Cash Receipts debits and Sales Discounts and 
other debits. 

Deposit Cash Intact. Cash should be deposited in the bank as it is re¬ 
ceived. Disbursements should not be made from receipt money but should 
be made by cheque or from specific funds established for that purpose. 

Instructions to Customers and to Banks. Invoices and statements should 
show to whose order remittance cheques should be made payable. Cheques 
made payable to the order of "Cash,” ''Bearer,” or a third party are easier to 
cash than cheques made payable directly to the order of the properly named 
payee. 

Depository banks should be instructed in writing—by proper authoriza¬ 
tion of the board of directors in the case of corporations—to accept cheques 
and other cash items for deposit only, thereby limiting the negotiability of 
the instruments. 

Disbursements of Cash 

Problems Involved. Fraud through cash disbursements normally occurs 
in connection with petty cash or expense and material purchases. There¬ 
fore, satisfactory evidence must exist for the establishment of the validity 
of each cash disbursement. In order properly to control the disbursement of 
cash, it is necessary that there be separation of the activities of invoice ap- 
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proval (see the section of this chapter entitled "Purchases”), recording of 
the payables, preparing the cheques in payment of invoices, and controlling 
the cheques. 

Petty Cash. Petty cash disbursements should be limited to established 
small-maximum amounts. The petty cash vouchers, used and unused, must 
be controlled. The petty cash voucher should be prepared in ink. It should 
be signed by the petty cashier and the payee, and it should be approved by a 
third person. The vouchers should be canceled by someone other than the 
petty cashier, after reimbursement, and before the petty cashier has access 
to them. 

The Bank. Commercial account disbursements should be supported by 
filing with the depository banks a resolution passed by the board of directors 
indicating those persons authorized to sign cheques. All disbursements should 
be by cheque, since a receipt is thereby obtained automatically. Cheques 
should not be prepared payable to the order of "Cash” or "Bearer.” 

The Voucher and Other Evidence. Vouchers, properly authorized and 
properly approved, should be the basis for the preparation of cheques. Once 
paid, a voucher must be so controlled that it cannot be presented again for 
payment; this control is effected by proper stamping or perforation. In addi 
tion, all papers, approved invoices, etc., related to the voucher must be 
attached to it and stamped or perforated. Also, all voucher forms must 
be controlled in order to prevent false preparation. Purchase returns and 
allowances must be verified to be certain that the payment is not for an 
excess amount. Purchase discounts taken must be verified to ascertain that 
they are properly computed and that the payment cheque is not for an 
amount smaller than the voucher, thereby opening the way for the extrac¬ 
tion of an equivalent sum from cash receipts. 

The Cheque. The person who disburses the cheque should have no 
connection with the preparation or the approval of the underlying voucher. 
All cheques should bear more than one signature, and neither signature 
should be that of the cashier. Cheques should be mailed directly by the 
last person signing them, who should detach all vouchers and papers and 
return them to the bookkeeper. Signed cheques should never be returned to 
the bookkeeper. 

In order to prevent cheque substitution and manipulation, returned paid 
cheques should be sent to some person other than the cashier or the book¬ 
keeper. After reconciliation of the bank statements, the paid cheques may 
be released to the bookkeeper. All cheques must be accounted for; paid 
cheques must be examined for alteration and substitution by comparing 
them with original evidences such as invoices and vouchers. Cheques that 
are spoiled and completed, but unused, must be voided immediately in 
order to prevent their possible misuse by depositing them as cash receipts, 
extracting an equivalent amount from cash receipts, and overstating the 
debit to an account—probably an expense. 

Cheques purportedly for interbank transfer of funds should be examined 
and traced for evidences of kiting. 
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Payroll Control 

Payroll procedure naturally involves the disbursement of cash; therefore, 
a discussion of payroll procedure could be placed with purchases or with 
cash disbursements. It is treated here independently and should be read 
carefully and also tied in with the section of this chapter entitled '’Disburse¬ 
ments of Cash.” 

The Problems. Payroll procedure involves ( a ) hiring the employee, 
(b) keeping a record for each employee of the time worked and not 
worked, (c) computing the periodic pay for employees, individually and 
in total, and ( d ) paying the employee. See paragraph (;), dealing with 
fraudulent disbursements (p. 89), for possible methods of manipulating 
the payroll. Payroll manipulation may be easily accomplished by one 
person alone if precautions are not taken. Even with proper safeguards the 
collusion of two or more employees makes fraud comparatively easy. In 
addition, there are cases where all known safeguards have not resulted in 
complete assurance against payroll fraud. 

Separation of Duties. In establishing proper internal control over pay¬ 
rolls, the duties of everyone involved in the hiring, payroll computation, 
and payment of the employees must be separated as much as necessary. The 
objectives of such separation are to prevent collusion, to avoid padding of 
the payroll, and to facilitate the work of the various persons charged with 
payroll duties toward the proper computation of the payroll. Of course, 
too much separation without proper reconciliation can lead to the fraud it 
is supposed to prevent. 

Personnel Records. If there is a personnel department, employees 
should be hired by that department on the basis of written requests from 
operating departments. The personnel department should maintain a record 
of each active employee, his name, address, social security number, original 
application, references, experience, date of employment, department, rate 
of pay, changes in pay rates and the effective dates thereof, separation 
notices, etc. Certain of these data may be maintained on the individual 
earnings records, if desired. The data are necessary not only for the em¬ 
ployer but are required under the Fair Labor Standards Act and under 
the various social security acts. Notification must be received by the person¬ 
nel department when an employee terminates his employment, either 
voluntarily or by dismissal. The active personnel file should not be made 
available to payroll clerks, cashiers, or the paymaster. 

Payroll Records. Payroll records usually are made up of time cards or 
other original evidence of time worked, an individual earnings record, and 
a Payroll Journal or summary. 

In keeping the time record of an employee, a time-recording clock 
system is best; but the punching of the cards must be supervised, so that 
the cards of absentees are not rung in and out by fellow workers, time 
clerks, or foremen. The foremen should turn in daily reports for each man 
for his time spent on jobs, operations, idle time, etc. These reports are 
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checked against the time cards by the payroll clerks; theoretically, the 
total hours and minutes worked per the report of time spent on jobs, 
operations, idle time, etc., should equal the elapsed time per the clock 
cards. If clock cards are not used, someone must be charged with the duty 
of reporting absences and time off for which payment is not to be made. As 
of the end of each day or the end of each pay period, the time cards, 
absentee reports, and late reports are inspected and the necessary data— 
usually the time paid for—recorded on the earnings record of each em¬ 
ployee. This work must be performed by a person who is not connected 
with the distributipn of the pay to the employees. 

The accumulation of the payroll should be prepared by a person not 
connected with the preparation of the currency or cheques or with the 
distribution of the pay. Each individual’s earning record, per payroll period, 
should show the regular time worked, overtime, time lost, deductions for 
old-age benefits, unemployment insurance, hospital care, union dues, meals, 
income taxes withheld, etc., and the net amount to be paid. This same in¬ 
formation must also be summarized into the total payroll for the period. 
This is usually accomplished by making carbon copies of the individual 
earnings records and the Payroll Journal or summary. When the individual 
earnings records and the Payroll Journal are prepared, the names of em¬ 
ployees listed thereon must be verified against the active employment 
records of the personnel department. An employee of the accounting de¬ 
partment must test-check the earnings records and the Payroll Journal and, 
in addition, must verify all extensions and footings. The total of the cheques 
or the total cash drawn must be verified against the proved total of the 
payroll. If the employees arc paid in cash, the pay envelopes are prepared 
and sealed, after the cash has been counted and verified. When payment 
is by cheque, it is advisable to maintain a separate payroll account at the 
bank and to reimburse this account each pay period with the exact amount 
of the net cash to be distributed. 

Paying the Employees. As far as internal control is concerned, it is 
almost immaterial whether the payment is made by cheque or cash. Wage 
payment by cheque is preferable, however. Payment by cash has several 
disadvantages, as follows: 

1. Unclaimed wages are more easily appropriated by improper parties, since 
forgery is not necessary, except when employees must sign a receipt. 

2. Payroll robbery may occur. 

3. It is easier for the paymaster to withhold amounts that have been re¬ 
funded from overpayments or to deduct amounts from an envelope where 
earnings have been overcomputed and to change the envelope to indicate 
the smaller amount. The receipt from the employee may then be raised by 
the paymaster to the figure appearing in the Payroll Journal. 

4. It is easier to divert funds by padding the payroll. 

The paymaster—not a member of the accounting department and not 
the person who originally computed the payroll—should pay the em- 
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ployees. The work of the paymaster is checked by an accompanying em¬ 
ployee. Each employee is identified as he is paid; if he is paid in cash, the 
employee should sign a receipt for his wages. Identification takes many 
forms, from personal acquaintance, through identification tokens, to finger¬ 
printing; but personal acquaintance is the best, since the other methods are 
cumbersome and costly and not always foolproof. The employee must be 
given a statement of his gross earnings, deductions, and net amount re¬ 
ceived, whether he is paid in cash or by cheque. Later, if payment has been 
in cash, receipt signatures are compared with the signatures originally ob¬ 
tained for that purpose. Unclaimed envelopes or cheques arc returned to 
the accounting department, and the paymaster or a payroll clerk retains 
the unsigned receipts until the wages arc claimed or are returned to general 
cash or to a specific fund. 

An annual check of some value on the wages paid may be obtained by 
the controlled independent mailing of the federal W-2 forms by the in¬ 
dependent professional auditor, with instructions that all complaints be 
addressed directly to him. If there has been payroll padding, the W-2 form 
would indicate more than was actually received; and an employee could be 
relied upon to complain, since he would be subject to a greater income tax 
based upon the W-2 form than w ould be due based upon his actual wage. 

If the duties of the various employees are not segregated, payroll ma¬ 
nipulation may be extremely easy. If one person prepares the earnings 
records and the Payroll Journal without verification by another person of 
the employment records and the time worked, he can pad the earnings of 
employees or place fictitious employees on the payroll and remove the 
excess amounts from the envelopes before giving them to the employees. 
Or, if an accounting department employee prepares the payroll, he can 
pad the amounts or add fictitious names and pocket the difference when he 
prepares the pay envelopes. The payroll clerk (or the accounting depart¬ 
ment employee or the paymaster) could overfoot the Payroll Journal and 
abstract the amount of the overfooting, if his work is performed alone or is 
not verified in detail. If the payroll clerk pays the employees, and if his 
records are not checked against employment department records, he could 
permit the names of ex-employees to remain on the payroll and retain the 
money; or he could fail to make payroll deductions on the Payroll Record, 
remembering, of course, to make the deductions in the pay envelopes. 

Employment, timekeeping, and earnings-record procedure and payment 
must be completely segregated from one another in order to assure ac¬ 
curacy and correctness of payroll procedure. 

Inventory Control 

The purposes and objectives of inventory control are to prevent theft 
and misuse, to serve as a guide in a purchasing program, and to facilitate 
production orders and sales orders by being assured that proper items and 
quantities are in stock. A perpetual inventory system should be in opera- 
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tion, and controlling accounts should be maintained in the General Ledger. 
The perpetual inventory system may be under the control of the stores 
clerk, or it may be maintained in the accounting department. If possible, one 
person should be made responsible for all materials received by and issued 
from the storerooms. This person should sign for all items received. A con¬ 
trolling account record of the receipts, issues, and inventory balances should 
be kept in the accounting department; periodically, this department will 
make its entries in summary form, not in detailed form. Thus, the perpetual 
subsidiary account totals are checked by a department that does not have 
access to the materials. The records of the storekeeper—in summary form— 
and the records of the accounting department should be in agreement. 

Materials should leave the storeroom only upon receipt of written ma¬ 
terials requisitions, properly authorized and executed. A duplicate requisi¬ 
tion should remain in the requisitioning department for later checking 
against the copy in the storeroom. The requisition received by the store¬ 
keeper serves as his authority to issue material and credit his accounts. His 
accounts may be formal, or they may be simply bin tags. The cost and 
general accounting departments are notified of the issuance by the store¬ 
keeper so that the proper job or department may be charged and the 
controlling Inventory accounts (and duplicate perpetual inventory ac¬ 
counts, if they are kept) credited. The controlling accounts, the sum of the 
perpetual inventory accounts, and the results of a physical inventory should 
be in agreement. Fraud can arise through improper requisitions, theft, or 
Collusion. If the materials and their records are separated, and if receipts and 
issues are traced, theft is the only method of fraud possible; and it should 
be discoverable. In a concern that uses the retail inventory method of ac¬ 
counting control, the sales tickets serve as inventory credit data. 

Control of Office and Sales Department Supplies. The best plan of 
control for these items is to place them on the same basis of accountability 
as that established for inventories. However, it is a fact to be faced that 
many concerns do not control office and sales department supplies in that 
manner. If the inventory control system as outlined is not used, a central 
storage point—locked—should be selected for supplies. One person should 
be responsible for issuance, on the basis of a requisition by the person or 
department requiring supplies. Occasionally, a review should be made to 
determine if the requisitions of a person or a department are out of line 
with normal requirements. 

Internal Control of Accounts Receivable 

An account receivable can be credited only when cash is received, a note 
receivable substituted, merchandise returned for credit, an allowance or dis¬ 
count granted, or the account charged off as uncollectible. 

When statements are mailed to customers, the statements should be 
checked with the account receivable balances by a person other than the 
one who prepared the statements and not one who has a relationship to the 
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routine duties of the accounts receivable clerk or the duties of the cashier. 
The person who checks the statements against the accounts should mail 
them; and the returned, undelivered statements should be routed directly 
—and unopened—to that person. 

When cash is received from a customer, the procedures for internal con¬ 
trol over cash are approved by the cashier. Credits to accounts receivable 
arising from sales returns should be traced through the receiving depart¬ 
ment just as a purchase is traced. Credits to accounts receivable arising from 
sales allowances and uncollectible accounts should be supported by proper 
written authorizations. Credits arising from sales discounts should be rec¬ 
onciled with the cash receipts. 

Internal Control of Investments 

Investments should be purchased and sold only upon proper authoriza¬ 
tion, the evidence of which should be examined by the auditor. Such evidence 
may be found in the actions of the board of directors, of finance committees, 
or of a person properly empowered to buy and sell. A detailed list or 
subsidiary ledger record of each security should be maintained independently 
of the person or persons exercising physical control of the bonds, notes, or 
stock certificates. Security registration should be in the name of the client. 
In some cases, where the title is vested in a nominee, the securities should 
bear blank endorsements in order to clear the title. 

Internal Control of Fixed Assets 

Fixed assets should be controlled not only physically but on the basis of 
a controlling account for each asset group, supported by subsidiary plant 
ledger accounts. Fixed assets should be acquired only upon proper requisi¬ 
tion and authorization. Retirements of fixed assets should be by proper 
authorization, and a notice of retirement should be sent to the accounting 
department for proper account entries. 

Many fixed assets are small but individually costly. They should be 
closely guarded against theft and frequently checked against the property 
inventory records. 

Internal Control of Liabilities 

The internal control procedures indicated for purchases and cash dis¬ 
bursements are applicable to liabilities also, since a liability results from 
the acquisition of an asset, the incurrence of an expense, or the conversion 
of another liability, and since the usual eventual liquidation of the liability 
is by the payment of cash. 

The principle of internal control for liabilities should be to the effect 
that a liability cannot be incurred without proper authorization. Another 
principle is that the liabilities should be handled so that they will be 
liquidated at the proper time; to take advantage of discounts; to maintain 
a good credit rating; to comply with laws—such as the payment of income 
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taxes withheld, social security taxes, etc.; and to meet the legal requirements 
of contracts with respect to interest payments, bid deposits, principal pay¬ 
ments, etc. 

Internal Control for a Small Organization 

The preceding discussion of internal control has been predicated on the 
assumption that the number of office employees is large enough to segregate 
accountabilities, duties, and authorities. In some cases it may well be im¬ 
agined that the organization must be of tremendous proportions to use an 
adequate system of internal control effectively. 

There are more small concerns than large companies, and the part 
played by internal control is just as important to the small concern as to 
the large one. Let us assume a situation in which there is only one owner 
and only one office employee; the latter performs all the bookkeeping, 
accounting, and other office work. Let us assume, first, that the owner is 
honest—if he is not, his major troubles subsequently will arise in income 
tax matters. Let it also be assumed that the one office employee is interested 
in maintaining his honesty—both with regard to his self-respect and also 
with regard to the attitude of his employer toward him. 

In order to effect reasonable internal control in the circumstances set 
forth, the duties of the owner only—without accounting knowledge— 
may be set forth as follows: 

1. Purchases 

a) Maintain a list of all purchase orders placed. 

b) As the goods and invoices from each purchase order are received, 
note the receipt on the purchase order list. 

2. Sales 

a) Keep all cash registers locked. 

b) Remove the cash register tapes, and/or 

c) Keep a record of all prenumbered sales tickets. 

d) Check adding machine tapes of sales tickets against tickets, against 
Cash debit for the day, and against cash deposited in the bank. 

3. Cash receipts 

a) Reconcile cash with tickets or cash register tapes (see item 2, above). 

b ) Open all mail. 

c ) List remittances and retain the list. 

d) Deposit all cash daily. 

e) Check bank deposit against Cash Receipts debit. 

4. Cash disbursements 

a) Disburse by cheque. 

b) When paying invoices, stamp them "Paid,” and check off on purchase 
order list in item 1 ( a ), above. 

c) Add cheque disbursements daily, and compare with bookkeeper’s Cash 
credit. 

d) Maintain a petty cash fund, and sign each petty cash voucher. 

e) Prenumber cheques, and control them. 
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/) Review the bank reconciliation, or prepare it. 

5. Payroll 

a) Examine the payroll list, or the Payroll Journal, noting the employees 
and amounts paid each. 

h) Add the payroll. 

6. Inventories 

a) Use retail system or other unit control, if possible. 

b) Supervise or personally count the inventory periodically. 

7. Accounts receivable 

a) Test sales tickets, invoices, etc., against the statements. 

b) Personally mail the statements. 

c) Check the statements to the Accounts Receivable Ledger. 

8. Miscellaneous 

a) Obtain an explanation of general journal entries. 

b) Become personally acquainted with the one office employee. 

c) Engage a competent accountant for a periodic audit, with interim visits. 

QUE5TIONS AND PROBLEMS 

1. Why does an independent public accountant review the system of internal 
control of a client, and to what major questions does he seek answers in 
undertaking the review? Compare the extent of his review for the first 
examination of a new client with the review of the system of a client whose 
records he has examined regularly over a period of years. 

2. Several months after you completed the audit of the records of the Dart 
Company and submitted your report, you received a letter from the presi¬ 
dent of the company stating that the treasurer had discovered that thefts of 
petty cash had occurred regularly during the past three years. The president 
requests that you offer an explanation of your failure to discover these frauds. 
Draft a reply to the president. 

3. a) The audit was a general audit with a test of income and expense ac¬ 

counts. What difference would it make to the auditor if, as a result of 
his survey, he believed that the system of internal control for cash re¬ 
ceipts was adequate and later in the course of the audit discovered that 
it was unsatisfactory? 

b) The audit was completely detailed. What difference would it make to 
the auditor if, as a result of his survey, he believed that the system of 
internal control for cash disbursements was inadequate and later in the 
course of the audit discovered that it was satisfactory? 

4. Why should the functions of the accounting department and the treasury 
department of a company be segregated? 

5. Under the laws of your state, what facts must be proved in order to obtain 
an embezzlement conviction? 

6. What is fraud? What is larceny? What is embezzlement? 

7. Describe five methods which may be used in failure to account for cash 
receipts. What remedies would you suggest in order to prevent and discover 
fraud committed by each method? 
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8. Describe five methods which may be employed in the execution of fraudulent 
disbursements. What remedies would you suggest in order to prevent and dis¬ 
cover fraud committed by each method? 

9- How may it happen that an employee may embezzle for many years without 
being discovered? 

10. Describe fully a good system of internal control which will minimize fraud¬ 
ulent possibilities for the following: 

a) Purchases of raw materials 

b) Payroll for a company with (1) 4,000 employees and (2) 20 employees 

c) Credit sales for a manufacturing company receiving its orders through 
the mail and also from field salesmen 

d) Cash sales in general 

e) Cash receipts from accounts receivable 
/) Cash disbursements 

g) Inventory control and issuance 

h) Dividends received 

i) Shipping department 

j) Petty cash 

11. From the standpoint of internal control and fraud, what are the advantages 
of a voucher system for expense and material purchases? 

12. A client expresses his suspicion that the purchases of raw materials of his 
company are overstated. The client personally signs all cheques. He states 
that inventories, by physical count and pricing at cost, agree with the book 
records. Sales agree with orders received. You are asked to investigate the 
purchases. What procedure would you follow? 

13. In a large wholesale drug company the shipping department fills all cus¬ 
tomer orders. The truck drivers deliver all orders to the customers. How 
would you effectively prevent collusion between a truck driver and an em¬ 
ployee of the shipping department so that the latter may not give un¬ 
authorized merchandise to the truck driver, who will drop the stolen goods 
at his home and later divide it with the shipping department employee? 

14. A manufacturing company has branches in scattered cities. Each branch is 
small, and only one office employee is maintained at each location. Cash and 
credit sales are made directly by the branches upon orders sent in by branch 
salesmen. What procedure would you follow to assure a reasonably satis¬ 
factory system of internal control of inventory and cash receipts? 

15. a) State several methods which may be used in the falsification of sales 

records. 

b) Outline the procedure you would follow in order to detect falsification 
of those records. 

16. A company makes advances to its salesmen from petty cash. The sales man- 
ager approves all advances. The unused portions of the advances are returned 
to petty cash. When the petty cash fund is reimbursed, the net amount of 
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the salesmens expenditures is charged to the Travel account. The petty 
cashier checks the salesmen s expense reports and files them. 

a) What is the weak point of the procedure? What fundamental principle 
has been ignored? 

b) If the salesmens expense reports were attached ro the petty cash re¬ 
imbursement voucher after examination by the internal auditing de¬ 
partment, would the control be adequate? Why? 

c) If the control in (b) is inadequate, how can the advances and expendi¬ 
tures be controlled? Explain the internal accounting procedure. 

17. In the audit of the Stonyridge Company, it was discovered that all cash col¬ 
lected was received by the bookkeeper who kept the General Ledger and the 
Sales Ledger. The bookkeeper s assistants prepared the customers’ statements 
and kept the sales records, cash records, and purchases records. After the as¬ 
sistants had prepared the customers’ statements, they were received by the 
bookkeeper. 

The bookkeeper maintained a small imprest petty cash fund; however, 
in order to avoid frequent fund replenishment, employee and other cheques 
frequently were cashed out of the cash collections; all cheques cashed were 
approved and were deposited in lieu of the cash receipts. 

Will the procedure in any way affect the audit? Could you make any 
recommendations for improving the internal control? 

18. Describe a suitable distribution of duties among the accounting department, 
the treasurer’s department, and any other department to provide adequate 
protection of disbursements by cheque. 

19- Mention five different methods to which dishonest employees may resort in 
manipulating payrolls. Do not give variations of the same method. 

20. How may an auditor use the quarterly federal old-age benefits tax returns 
(Form 941) and the W-2 forms as a check against overstated payrolls? 

21. Under each of the three following headings, give at least four essential 
points which should be considered in the installation of an adequate system 
of internal control in a large manufacturing concern: 

a) Inventories 

b ) Payrolls 

c) Petty cash fund 

22. Outline the steps necessary for a system of internal control for cash receipts 
for the following: 

a) A theater 

b ) A restaurant 

c) A hotel dining room 

d) A chain grocery store 

e) A chain drugstore 

/) A women’s specialty shop selling for cash and credit 

g) Income from bonds and stocks 

h) A jewelry store 
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23. The stockroom maintains the individual stock records. In such a situation, 
how would you be certain that an employee did not fake goods home and 
simply credit his inventory accounts for the thefts? 

24. One manufacturing company has 25,000 customers and 10 office employees. 
Another company manufacturing the same product has 250 customers and 
2 office employees. Sales are proportionate, that is, 100 to 1. For each com¬ 
pany, outline a system of internal control for cash receipts and disbursements. 

25. Enumerate five important items which should be considered by an auditor 
in the evaluation of the nature and extent of the internal check and control 
relating to accounts receivable of a merchandising company. 

26. The Darwin Company carries a fidelity bond covering its branch manager, 
located in Central City. The total coverage under the policy was $ 10,000 to 
December 31, 1950; as of that date, the coverage was increased to $20,000, 
because of increased branch business. 

On August 3, 1951, the branch manager disappeared and wrote a note to 
the home office, stating that he was short in his accounts to the extent of 
$24,000, that he was hopelessly involved, and that he was leaving the coun- 
try. 

The branch manager had been in charge of all branch transactions. Each 
day he remitted a report to the home office stating the quantities of each 
item sold and received and stating the daily opening and closing inventories. 
The report also detailed charge sales and cash sales; cash receipts also were 
detailed by rash sales and accounts receivable collections. Branch cash re¬ 
ceipts were deposited in a bank account, subject to withdrawal only by the 
home office. The home office compared the bank statements with the reports 
of the branch manager; they were in agreement. At the end of each month 
a home office representative visited the branch and physically counted the 
inventory; he then compared his count with the end-of-the-month branch 
report. 

After the manager had announced his shortage, the Darwin Company 
requested that its certified public accountants check the shortage. The ac¬ 
countants, with the consent of the company, circularized all receivables and 
received confirmations to the extent of 80 per cent of the total of the re¬ 
ceivable dollars. A summary of the audit showed that the claim against the 
insurance company consisted of 100 account names, totaling $24,000. 

You are employed by the insurance company and are requested to accept 
the results of the circularization of the company accountants after reviewing 
their work; the company accountants willingly co-operate with you; this co¬ 
operation avoids the necessity of another request for confirmation. 

Explain ( a ) the method of embezzlement used by the manager and 
( b ) the steps you would take in your investigation of the $24,000 claim. 

27. A medium-sized manufacturing concern requests an outline of the duties of 
its office employees so that a good system of internal accounting control may 
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be effected. The employees, four in number, are as follows: an officer, a 
cashier, a bookkeeper, and a clerk. 

28. Two people constitute the accounting and record staff of a sixty-bed hos¬ 
pital. In addition to the two persons in the accounting and record office, one 
man is in the storeroom and one in the pharmacy. The pharmacy supplies 
all hospital requirements and also sells to outpatients. Outline a satisfactory 
system of internal control. The income and disbursements are approximately 
{250,000 per year. 

29- You have been elected to audit the records of a fraternal order or lodge. The 
officers are as follows: president, vice-president, secretary, and treasurer. How 
would you proceed in order to be certain that the treasurer has accurately ac¬ 
counted for all income and all expenditures? 

30. The balance sheet of the Daytona Company at December 31, 1951, showed 
the following: 

Common stoLk issued and outstanding, par $100 ....$ 400,000 
liarned surplus . 200,000 

An audit disclosed that the treasurer was short m his cash to the extent 
of {50,000. He had concealed his shortage by increasing inventory values 
{25,000, land values $10,000, and accounts receivable $15,000. 

Upon disclosure of the shortage, the treasurer offered to surrender at 
book value—after adjusting for the shortage and before acquiring his stock 
—500 shares of the capital stock, which he owns, in settlement of the short¬ 
age. The board of directors accepted his offer and remitted cash to the 
treasurer for any excess value over the shortage. The treasurer's 500 shares, 
after being acquired by the company, were distributed pro rata to the re¬ 
maining stockholders. 

a) What amount of money should the company pay the treasurer? 

b) Prepare the journal entries necessary to record all transactions. 

c) What is the corporate surplus after distribution? 

31. The manager of a summer resort hotel noticed after a few months’ operation 
that the receipts of the cigar counter had been less than those in the cor¬ 
responding periods of previous seasons. The receipts from other hotel ac¬ 
tivities had not decreased, and he asked his auditor to investigate. 

It was found that: 

1. Four office employees were allowed to serve customers at the counter. 

2. All sales were at the established unit selling prices. 

3. All cash in excess of a $10 change fund, representing the day’s receipts, 
was to be deposited with the cashier at the close of each day. 

4. No stocks had been carried over ar the counter from the previous season. 

5. Cigars and cigarettes were added to the counter from the general store¬ 
room in full boxes and cartons as needed. 

6. No inventory records were kept at the counter. 
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7. The cashier's record showed $57695 received up to the date of the 
examination 

An inventory was taken under the supervision of the auditor, and he 
thereupon prepared the following statement 


Boxfs of 50 Cigars 
Cigarette Cartons of 10 Packages 


Unit 

Selling 

Price 

Received 

from 

Stockroom 

Inventory 

Boxes 

and 

Cartons 

Single 
Cigars and 
Packages 

Cost per 
Bdx or 
Carton 

Cigars 





25)! 

10 boxes 

3 

25 

$9 00 

2/25)! 

20 boxes 

4 

10 

450 

10)! 

30 boxes 

6 

40 

3 75 

Cigaiertes 





lot 

25 cartons 

4 

6 

1 50 


300 cartons 

77 

5 

1 20 


From the above data, prepare the following 

a) A summary of cigar counter transactions, also showing the amount of 
the shortage 

b) Recommendations for maintaining adequate internal control and general 
ledger accounting control 

(AIA) 




THE AUDIT PROGRAM 


Audit Program and Internal Control Questionnaire 

An audit program is a planned procedure of examination. Audit programs 
are of two general types, as follows: 

1. A planned and predetermined detailed scheduling for the conduct of 
an audit, or 

2. A skeleton or progressive form setting forth briefly the scope, char¬ 
acter, objectives, and limitations of the audit. 

Imagination and initiative must be used effectively at all times during 
the course of an audit, regardless of how well planned the audit program 
happens to be, because all conceivable contingencies for each individual 
audit cannot be reduced to writing before the examination. 

The purpose of a planned and predetermined audit program is (a) to 
serve as a procedural guide during the course of the audit or ( b ) to serve as 
a check-off list as the audit progresses and successive phases of the work are 
completed, in order that no verification or procedure may be overlooked. 
Each method of operating a planned and predetermined audit program has 
its advantages and disadvantages. 

The planned audit program for any one client must be revised periodi¬ 
cally in conformity with changing conditions of the client’s business and 
in accordance with changes in audit procedures. 

ILLUSTRATION. One national accounting firm completely re¬ 
writes the audit program of each client once every three years; for the 
intervening two years the program is revised annually as required. 

During the course of the audit the entire planned program for the client 
will be completed. Each item of an audit program is superscribed with the 
initials of the accountant responsible for that particular section of the 
audit. 

Advantages of a Planned Atdit Program. The advantages of a planned 
audit program may be set forth as follows: 

1. It places responsibility for each procedure of an audit. 

2. It promotes the division of work over the accounting staff in an organized 
manner. 
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3. It results in proper audit routine and saves time. 

4. It emphasizes the essential procedures for each client. 

5. It indicates the completion of each section of the examination. 

6. It serves as a guide in succeeding years. 

7. It facilitates the review by a supervisor and/or a partner. 

Disadvantages of a Planned Audit Program. Disadvantages sometimes 
claimed by opponents of a predetermined audit program are as follows: 

1. The responsibility of the senior-in-charge is limited to the program. 

2. Independent constructive thinking is deterred. 

3. The audit becomes "automatic.” 

These claims are to the effect that, if a predetermined audit program is 
used, the person in charge will not assume proper responsibility, he will 
not think independently, and the audit will follow the lines of least re¬ 
sistance. If this situation exists, evidently the staff members are inefficient 
and would be so under any circumstances. 

Audit Program Illustrated 

The Complete Audit Program. At the beginning of each chapter, that 
portion of the audit program applicable to the standards to be developed 
and the procedures to be followed will be set forth; the applicable section 
of the internal control questionnaire is presented at the conclusion of the 
procedures to be followed in the execution of the audit program. 

General Information Section. A part of the audit program and a part 
of the internal control questionnaire for general information may appear 
as indicated in Illustrations 7 and 8, respectively. 

Petty Cash Section. An illustrative portion of the audit program and 
internal control questionnaire for petty cash is shown in Illustrations 9 
and 10. 

Filing the Audit Program and the Internal Control Questionnaire. 
Practices of filing the audit program and the internal control question¬ 
naire vary among accounting firms. One national firm files the internal 
control questionnaire as a unit at the beginning of the working papers and 
files each section of the audit program with the working papers for that 
section. Another firm files both the program and the questionnaire as a 
unit at the beginning of the working papers. If the audit program and the 
internal control questionnaire are completed and filed as a unit with the 
client’s permanent records, they are valuable—as a unit—in assisting the 
memory in the future and in giving staff members of the firm who are 
visiting a repeat client for the first time a preliminary idea of procedures 
followed in the past. Filing the audit program and the internal control 
questionnaire with the working papers—interspersed at each section—forces 
a review of the working papers. If desired, all schedules, adjustments, and 
notations on the working papers can be indexed to a designated space on 
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AUDIT PROGRAM 

GrNLRAL I worm A rioN 

1 

Name of Client 


2 

\ddress 


3 

Balance Sheet Date 


4 

Audit to Start 



5 Audit to Be Finished 

6 Esuimated Man Hours 

7 Number of Reports Detulcd 
B Reports to Be AddressLd to 

9 Describe the General Typi of Audit 

10 SpeLial Comments 


11 Personnel Assigned Prinupal 

Suitor 

Junims 

12 Corporation □ Partnership Q Single Proprietorship [J] Estate O Othei Q 

13 Ofliicrs and Lmplojtes 


President 

Secretary 

Controller 

Bookhu.per(s) 

Attorneys 


Viet President 
1 reasurer 
OlhcL Manager 
Cashier 
Other 


14 Directors, Partners, Trustees 


Prepared by_ 

Date_ 

Reviewed by_ 
Date_ 






Illustration 8 


INTERNAL CONTROL QUESTIONNAIRE 

General Information 

Yes 

No 

Noe 

X 





1 Do we have the latest organization chart? 




2 Are rhe duties of officers and employees fixed as to responsi- 




bility? 



' 

3 Are accounting manuals in use? 




4 Is the accounting department function completely divorced 




from 




a) Selling? 




b') Purchasing? 




c ) Manufacturing? 




d') Credit granting? 




e) Cash receipts? 




/) Cash disbursements? 




5 Does the client have a controller or the equivalent? 




6 Does the client have an internal auditor or the equivalent? 




7 Does the internal auditor 




a) Follow written programs? Are sulIi programs designed to 




test internal control? 




V) Issue reports covering his examinations? 




B Are accounting employees duties rotated? 




9 Are all employees required to take vacations? 




10 Arc employees in positions of trust bonded? 




11 Are the bonds adequate in amount and character? 




12 Are known relatives so employed as tD render collusion lm- 




probable? 




13 Are the books of account adequate for the business? 




14 Do internal reports tD the management appear to be adequate 




to bring out abnormal financial figures? 




13 Are expenses and costs under budgetary control? 




16 Is adequate accounting control exercised over branch opera- 

i 



tions? 

1 



17 If any officers are also executives of other business enterprises 




(other than known affiliates) with which the client does 




business 




a) Are transactions with those enterprises subject to the same 




routines as transactions with regular vendors and cus- 




tomers? 




h) Are duties of thosL officials such thar irregular transrc- 




tions are improbable? 


Prepared by_ 

Date_ 

Reviewed by. 
Date_ 
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Illustration 9 


AUDIT PROGRAM (IN PART) 

Petit Cash 

1. Count currency, coin, cheques, I.O.U.'s, stamps, expense vouchers, and other items 

in the fund; and list, showing denominations, units, and amounts. 

2. Reconcile with Petty Cash general ledger account. 

3- Trace all cheques in the fund to subsequent deposit tickers and tD the bank statements. 

4. Vouch the petty cash vouchers to the reimbursement voucher; inspect distributions, 

approval, and original evidence. 


(See Chap. 7 for complete audit program for petty cash.) 



PrepaTf-rl by 

Hafp 

Rpvipwpd hy 

Date* 



the audit program and each section of the audit program indexed to the 
applicable working papers. 


AUDIT WORKING PAPERS 


Importance 

Informative working papers accumulated during an engagement are of 
utmost importance to the auditor. The working papers reflect the pro¬ 
cedures employed, the standards followed, and the conclusions reached dur¬ 
ing the course of an engagement. Proper audit working papers—prepared 
following a well-designed audit program—develop logical thought in the 
pocedural conduct of an audit. Audit working papers include a pencil 
draft of the report, financial statements, trial balances, schedules, analyses, 
confirmations, and comments; also included are excerpts of the articles of 
incorporation, bylaws, leases, contracts, minutes of meetings of the board 
of directors and the stockholders, and all other papers collected during the 
course of the audit which are in support of the procedures followed and 
the standards adhered to in the examination. 
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Illustration 10 


INTERNAL CONTROL QUESTIONNAIRE (IN PART) 

Petty Cash 

Yes 

No 

Not 

Appli- 

cable 





1 Is the imprest fund system used? 




2 Is the primary responsibility for each fund vested in only one 




person? 




3 Are petty cash vouchers 




a) Required for each fund disbursement? 




b ) Prenumbered? 




r) Signed by the recipient of tliL cash disbursed? 




d ) Executed in ink? 




0 Execured with amounts written in numerals and spelled 




out? 




/) Approved bv a responsible person? 




g) Canceled, togethei with supporting documents, so that 




they cannot be misused thereafter? 


1 






(See Chap 7 for complete internal control questionnaire 




for petty cash ) 





Prepared bv 



Dace 




Reviewed b. 

Date 

Y 

---- 



In a separate binder accompanying this text there is presented a complete 
set of working papers for an Illustrative Audit; several examples, involving 
alternative forms of working papers, are presented throughout the text. 
The purpose of the audit working papers accompanying the text is to serve 
as a guide in proper technical preparation, arrangement, fullness of con- 
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tent, and method of indexing. The working papers for the Illustrative 
Audit, separately bound, are those necessary for the examination of a 
medium-sized manufacturing concern. Among accountants, there will be 
variations in the preferred forms of working papers. There are many 
variations necessary in the content of working papers for different types of 
industries and for business concerns within those industries. However, the 
general rules governing the preparation of all working papers are the same 
under any operating conditions. 

Purposes of Audit Working Papers 

Validity of Records. In his working papers the auditor compiles his 
data, analyses, computations, notes, schedules, excerpts, confirmations, and 
all other records pertaining to the audit. From these papers and the com¬ 
pleted audit program and internal control questionnaire, he extracts the 
materials for the audit report which is submitted to the client. The only 
tangible connection between the records of the client and the audit report 
consists of the working papers prepared by the auditor. They constitute the 
only proof of the correctness of the records and of the validity of the audit 
report. Of course, the client is not necessarily concerned with the procedural 
technique employed by the auditor; but the client ij interested in the audit 
report, and the audit working papers constitute the connecting link between 
the audit and the report. 

Data Reference. The working papers serve the auditor as the source of 
information for his remarks and advice in discussing business matters with 
the client. They also aid the auditor in the solution of questions involving 
taxes with the United States Treasury Department and other taxing units; 
in addition, they serve to assist in the preparation of reports to the Securities 
and Exchange Commission, the Interstate Commerce Commission, and other 
governmental commissions and bureaus. Working papers may be used 
for reference many years after the completion of an audit. 

Position Defense. Properly prepared audit working papers assist the 
auditor in justifying his position against criticism, in offering court testi¬ 
mony, and in defending himself in the event of legal action. When offered 
as testimony, or when serving as the basis of the opinion of witnesses, a set 
of carefully prepared and preserved working papers frequently is the best 
protection of the professional integrity of the auditor. 

Review . Another purpose of audit working papers is to serve firm 
supervisors or partners as a basis for the review of the work of the fieldmen 
engaged in an audit and for the review of the audit report. The purpose 
of a review of the working papers and the report by a supervisor and/or a 
partner is to ascertain that all statements and schedules have been properly 
prepared and are correctly supported, that proper auditing standards have 
been fulfilled, that procedural technique has been suitable and adequate, 
that comments and recommendations are appropriate and reasonable, and 
that all necessary comments have been included. In the accounting-firm 
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office review of the work performed by an auditor in an engagement, the 
following steps are normal for a large firm of accountants: (a) The senior 
in charge of an engagement prepares the financial statements and the audit 
report, (b) a supervisor or manager reviews the working papers, and ( c ) a 
partner then reviews all work. The interest of the partner in the review is 
prompted by good business practice and by the fact that he is primarily 
responsible and liable for the work. 

Future Reference. The audit working papers serve as a guide for 
subsequent audits of the same client. This does not mean that the form and 
content should ,be followed without change; but peculiarities of the ex¬ 
amination will be set forth, there is a basis for follow-up and action, and 
a reminder is available when changes in procedure are contemplated. 

The Preparation of Audit Working Papers 

Care in Preparation. An audit might be described as the preparation of a 
series of informative working papers in such a manner that a report of 
condition and operation, and an expert independent opinion, may be sub¬ 
mitted to the client. Working papers must be carefully prepared at all 
times. It is impossible to formulate invariable rules of preparation. Fre¬ 
quently, the young auditor is prone to produce more working papers than 
are necessary; and he also may be inclined to include material that has no 
bearing upon the audit. It is better, however, to lean toward an excess of 
working papers than toward a dearth of them. Experience, criticism, and 
guidance from the senior accountant soon will teach the young auditor the 
difference between important matters to be noted and unimportant items to 
be omitted. 

If the auditor will ask himself the following qviestions, and if he can 
satisfactorily answer them, he soon will be able to make those fine dis¬ 
criminations necessary for the preparation of good working papers: 

1. Are these data necessary to the report? 

2. Are these data necessary to the support of any item in the report? 

3. Are these data necessary in the event of a future investigation? 

4. Are these data necessary for the verification of the correctness of the rec¬ 
ords and the transactions? 

5. Will the omission of these data have material consequences? 

The ability and skill of an auditor frequently can be judged by his 
working papers. When an auditor has followed all necessary procedures, 
prepared his working papers, completed his engagement, and submitted 
the working papers to a superior, and if the latter can write a complete 
report from the working papers submitted without asking questions, the 
working papers have withstood the test of excellent preparation. Another 
test of good working papers occurs when it becomes necessary for one ac¬ 
countant to leave a partially completed engagement and turn over its 
completion to another staff member. If the latter can proceed without 
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confusion to himself or to the staff of the client, then the working papers 
are good. 

In order to construct adequate working papers, it is necessary to plan 
carefully the course of the audit and the papers required in its consumma¬ 
tion. If the working papers are properly planned, it is unnecessary to re¬ 
write schedules. Normally, only one item or account analysis is placed on 
each sheet of the working papers. The only exception to this procedure oc¬ 
curs when related accounts are scheduled or analyzed—for example, notes 
payable, interest expense, and accrued interest on the notes. If several ac¬ 
counts or sets of data are placed on one sheet, it is impossible to index the 
schedules correctly, to arrange the working papers in accordance with the 
audit program, or to arrange them properly for the drafting of the report 
in an orderly and rapid fashion. All pertinent data must be reduced to 
writing, and the memory must be relied upon only to the extent that it can 
be substantiated by evidence. 

Physical Aspects. Broadly construed, working papers include all data 
collected during the course of an audit, with the result that the content and 
the form of the working papers are of paramount importance. The content 
must be full, detailed, and explicit. The form must be impeccable from 
the standpoint of neatness and arrangement, so that the character, thorough¬ 
ness, and exactness of the auditor are reflected. 

The major expense of operating a firm of public accountants is the 
cost of the staff members. Therefore, it is only logical to offer those ac¬ 
countants comfortable and adequate facilities in order to promote their 
efficient operation, both for the firm and for the client. Paper of high-grade 
ledger bond, made to withstand erasures and rough use, properly tinted 
and ruled, is excellent economy when measured in terms of the benefits 
derived. The paper chosen should absorb, not reflect, light. Rulings on 
the paper shotdd never be crowded, since figure legibility is important to 
the accountant who prepares the working papers, to the reviewing super¬ 
visor, and to the stenographic staff. There are many sizes of working sheet 
paper and many variations in the vertical and horizontal rulings. Some ac¬ 
counting firms have their paper ruled in accordance with their individual 
requirements. 

Control of Working Papers. All working papers must be carefully 
guarded during the course of the audit and meticulously preserved after 
the completion of the audit. Definite responsibility for each working paper 
must be established both during and after the audit. Working papers, audit 
programs, confirmation forms, and firm stationery should be controlled and 
locked in brief cases when a staff member is not present. 

In order to promote what might be termed the "internal operating con¬ 
trol" of working papers, many accountants follow a plan somewhat along 
the following lines: In the preparation of a general ledger trial balance, 
the individual items are marked with an "S" if they are to be scheduled or 
with an "A" for an analysis, when such additional material appears neces- 
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sary. A Remarks column is used on the trial balance working paper for 
short explanations available or desirable at the time the trial balance is 
taken. Immediately after completing the trial balance, working sheets are 
headed for each indicated schedule and analysis. These headed schedules 
are placed in an Incomplete file. As the audit work is assigned, the staff 
members would receive the working papers from the Incomplete file. When 
the working papers are completed, the necessary journal entries are pre¬ 
pared and posted to the trial balance working sheet. The completed work¬ 
ing papers are then placed in a Completed file, arranged in the sequence of 
the trial balance. 

Superscribing the Working Papers. Each completed working paper 
should be signed or initialed by the person performing the work, in order 
to establish responsibility of action. The signatures may appear at the top 
or at the bottom of the sheet, together with the date of performance of the 
work. At the top of each sheet must be placed the name of the client, the 
account name and number or a title for the data contained in the working 
paper, and the period of the audit. Each working paper also must contain 
a full statement of all work performed in connection with the verification 
of each account and of the conclusions reached. Some accountants follow 
the practice of preparing a statement of the work performed on a sheet of 
paper separate from the working paper proper. 

Audit Code Legend. In preparing his working papers, the auditor will 
use many tick marks or check marks of various shapes, sizes, and colors, 
both in the records of the client and in his working papers. In order to 
assist his memory as to the meaning of each symbol, and in order to allow 
another staff member or a reviewing supervisor to understand the meaning 
of each, a legend should be prepared. The following list partially il¬ 
lustrates an audit code legend: 

In the books of original entry, this symbol should be placed op¬ 
posite each amount compared with a voucher or an invoice. 

This symbol should be placed under a vertical total to indicate 
chat the column has been footed. 

This double check mark should be placed opposite amounts in 
ledger accounts to indicate that the posting has been checked. 

This inverted check mark is used to show that a comment has 
been investigated and accepted, or adjusted and accepted. 

A hyphen under an amount in a record that has been examined 
indicates the last item used in the current period. 

Two parallel hyphens should be used beneath a grand total footed 
column to indicate its agreement with the sum of the distribution 
totals. 

A heavy dot should be placed beside each item in the Cheque 
Register wherein the cheque is outstanding and is to be listed in 
the bank reconciliation. 
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0 A circled doc should be placed beside each item in the Cheque 

Register, indicating comparison with the paid cheque. 

5 This symbol is to be used in the trial balance to indicate that a 

schedule is to be prepared. 

0 A slant line should be drawn through the "5” to indicate the 

completion of the schedule. 

0 This symbol indicates the comparison of a duplicate deposit 

ticket with an entry in the Cash Receipts Record. 

There are many additional audit code legends. More than one code 
legend often may be used in connection with one number in one place— 
for example, / and 0. 

Illustrative Working Papers 

Illustrative working papers are presented at this point. Additional work- 
ing papers appear in the succeeding chapters and in the Illustrative Audit. 

The Working Trial Balance. The working trial balance should be pre¬ 
pared early in the audit, in order to promote familiarity with the accounts 
and to serve as a guide during the examination. There are many forms of 
trial balance working papers. The trial balance may be drawn from the 
General Ledger in such fashion that all balance sheet accounts and income 
and expense accounts are shown in the order in which they appear in the 
ledger, which order should follow the arrangement of the financial state¬ 
ments. A convenient arrangement is to place all balance sheet accounts on 
one working paper and all income and expense accounts on another paper. 
Where there are many accounts, the balance sheet accounts and the in¬ 
come and expense accounts may be further subdivided into at least one 
sheet for each of the following groups: assets, liabilities, proprietorship ac¬ 
counts, incomes, and expenses. This type of segregation of the general 
ledger accounts facilitates comparisons, directs attention to the points of the 
audit requiring special emphasis, and permits more than one staff member 
to use the trial balance working papers. 

Illustrations 11 and 12 present two forms of trial balance working 
papers. 

The Working Paper Number column is to be filled in with the number 
or numbers of the individual working papers accumulated during the 
course of the audit which have reference to and are in support of the 
particular item in the working trial balance. As each individual audit 
working paper is completed and its number placed in the working trial 
balance, the number of the working paper in the trial balance should be 
circled to indicate that all work on that account is completed. 

If the Trial Balance columns are prepared in comparative form—one 
for the preceding year and one for the current year—figure comparison is 
facilitated; and individual accounts requiring investigation due to major 
changes or due to peculiarities are set forth. 

The Adjustments columns contain all adjusting journal entries made as 
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Illustration 11 

EVERGREEN COMPANY 
Working Trial Balance 
Fnf the Year Ended December 31, 1951 

Prepared by TB 1 

Date_ 

Reviewed by_ 

Dale_ 


Work¬ 

ing 

Piper 

Nd. 

Acct. 

No. 

Account Name 

Per Audit 
12-31-50 

Per 

General 

Ledger 

12-31-51 

Adjustments 

Per Audit 
12-31-51 

Dr. 

Cr. 

4A 

A1 

Cnh in bink 



_ 

© 500 

ns 

4B 

A2 

Petty cash fund 



■ 

1.000 

5A 

A3 

Accounts receivable 


liina 

■ 



5B 

A 3-9 

Reserve for bid debts 


IruriviJ 

9 

©TEZ3 


SC 

A4 

Notes receivable 



1 



6A 

All 

Marketable securities 



■ 



7A 

A21 

Inventories 






BA 

A31 

Prepaid advertising 






BB 

A32 

Prepaid insurance 

2,200 


Ha 


3.100 

9A 

A51 

Land 



H| 


3 

9B 

A52 

Building 





RBSSllI 

9C 

AS 2-9 

Reserve for depreciation of 


Jiujuxj] 

■■ 





building 

■CBCI3J 

m 


9D 

AS3 

Machinery 




9E 

AS 3-9 

Reserve for depreciation of 








machinery 

illKLLLL)] 

■UJLlX!)] 

©300 


|CEB*| 

9F 

AS4 

Office equipment 





9G 

AS 4-9 

Reserve for depreciation of 








office equipment 




© B00 



a result of the audit. Adjusting journal entries are made as their necessity 
is discovered during the course of the audit. As adjusting journal entries are 
devised, they are recorded as follows: 

1. On the individual working paper for the account adjusted. 

2. On a working paper entitled Adjusting Journal Entries,” where all ad¬ 
justments are placed in chronological order, together with full explana¬ 
tions. 

3. On the working trial balance. 

A copy of all adjusting journal entries is given to the client at the con¬ 
clusion of the audit, so that he is able to correct his accounts. Some ac¬ 
countants will not issue a report unless the client takes up the adjustments, 
since the accountant is not preparing the statements but is rendering his 
opinion as to the client’s representations. 

The Remarks column normally is used for the insertion of comments 
relating to the preparation of the financial statements, although it may be 
used for guidance remarks during the course of the examination. 

The Reclassification column in Illustration 12 is used to reclassify the ac¬ 
counts formally for purposes of preparing the financial statements. Such 
reclassification promotes ease of operation in preparing the statements on a 
basis consistent with the practice of the preceding period. Reclassification 




























EVERGREEN COMPANY 
Working Trial Balance 
For the Year Ended December 31, 1951 
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of accounts for financial statement purposes frequently saves time in prep¬ 
aration. 

The degree of complication of accounts often will influence an ac¬ 
countant in preparing his working trial balance. For simple audits of small 
enterprises, one method of working paper preparation may be used; whereas, 
for involved accounting structures, another method may be adopted in 
order to allow space for greater detail and analysis and to save time in 
closing the accounts and balancing out the working papers. 

Regardless of the physical form of the working trial balance, it is the 
auditor’s chief control over the progress of the audit. 

Adjusting Journal Entries Working Papers. Adjustments made by the 
auditor are recorded in full on separate working papers entitled “Adjusting 
Journal Entries.” Each adjustment should be accompanied by a complete 
and clear explanation. Each adjustment should be fully cross-indexed to 
the related working papers where the entry originated and to the control 
and subsidiary accounts. The adjusting entries should be numbered con¬ 
secutively, and the same number should appear in the Adjustments column 
of the trial balance working papers and in all leading and supporting 
schedules. 

During the course of the audit a distinction must be maintained between 
those adjustments necessary to the accounts of the client and those neces¬ 
sary for report reclassification purposes, as in Illustration 12. As an example 
of a reclassification entry, credit balances of significant amount in ac¬ 
counts receivable should be segregated for balance sheet purposes; but they 
need not be segregated in the accounts of the client. Another example of a 
reclassification entry would be the segregation of affiliated company re¬ 
ceivables from trade receivables. 

The Illustrative Audit contains complete adjusting journal entries work¬ 
ing papers. See also Illustration 13. 

Leading Schedules. A leading schedule—or summary schedule or top 
schedule—is one that classifies and summarizes similar items which appear 
in the trial balance and in the underlying or supporting schedules. The 
total of each leading schedule becomes the balance sheet class total or the 
income statement class total to be used in the financial statements. For 
example, in Illustration 14, a leading schedule is shown for fixed assets 
and their related allowances for depreciation. The adjusted fixed asset total 
and the adjusted allowances total will agree with the balance sheet totals 
for these two items. A separate underlying or supporting schedule or 
analysis would be prepared for each item on the leading schedule. See Il¬ 
lustration 15 for a supporting schedule. 

Supporting Schedules. Supporting schedules and analyses are prepared 
in substantiation of each account in a leading schedule. The supporting 
schedules carry the detail of the periodic debits, credits, and adjustments. 
A supporting schedule for machinery is shown in Illustration 15. An 
analysis of the Sales account is presented in Illustration 16. 



Illustration 13 


EVERGREEN COMPANY 
Adjusting Journal Entries Working Papers 
For ihe Year Ended December 31, 1951 


Prepared by- AJE 1 

Date- 

Reviewed by- 

Da te- 


Acct 

No 

Adjusting Journal Entries 

Dr 

Cr 

E3B 

A1 

AJE 1 (g) 

Store Supplies Expense 

Cash in Bank 

Cheque No 1B22, issued id Store Supplies, Inc , December 30, 
1951, not recorded 

500 

500 

E12 

A3-9 

AJE 2 (jB)@ 

Bad Debts Expense 

Reserve for Bad Debts 

To increase the Reserve for Bad Debts id $8,000, on the basis 
of the aging schedule 

3.000 

3,000 

A32 

E14 

AJE 3 (BA) @ 

Prepaid Insurance 

Insurance Expense 

To adjust prepaid insurance, per schedule 


100 

100 

E34 

A52 9 

. AJE 4 

Depreciation of Building 

Reserve for Depreciation of Building 
Building depreciation 

Cost 

Rate for 12 months 

Annual provision 

Provided in 1950 

Additional provision 

$272,000 00 

0 05 

$ 13,600 00 

12,600 00 
$ 1,000 00 

1,000 

1,000 

A52 

E30 

AJE 5 ©(g) 

Machinery 

Factory Operating Expense 

Additional machinery purchased on December 2B, 1951, charged 
to expense in error (when $5,000 of machinery was sold). 

800 

BOO 

A53-9 

E35 

AJE 6 @(44) 
Reserve for Depreciation of Machinery^ 
Depreciation of Machinery 

Machinery depreciation 

Cost to be depreciated 

Rate for 12 months 

Annual provision 

Provided in 1950 

Overdepreciauon recorded 

$ 97,000 00 

010 

$ 9,700 00 

10,000 00 
$ 30000 

300 

300 




EVERGREEN COMPANY 
Fixed Assets and Reserves for Depreciation 
For the Year Ended December 31, 1951 



401,000 21,000 16,000 406,000 53,600 I 16,100 i 1,000 ( 77,700 i 349,400 I 328,100 
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Illustrdtion 1 5 .—Supporting ScbadmU 

EVERGREEN COMPANY 
Analysis of machinery Account 
For the Year Ended December 31. 1951 

Prepared by- 

Dale- 

Reviewed by- 

Date- 


12-31-50 Balance per General Ledger $ 97,000 

Additions, 1951 

1-6-51 V 2346 Carlton Machine Tool Company, 1 radial 

drill $3,200 V 

2-10-51 V 2562 Cincinnati Machinery Company, 1 Logan bed 

lathe 1.100 V 

2-14-51 V 264B Bickford Tool Company, 2 auto buffers 

@$600 1,200 V 

3-fl-5l V 2BB4 Western Products Company, 1 shear press 1.500 V 


Total additions 7,000 


$104,000 

Deductions, 1951 j 

11 B 51 CR 86 5old 1 De Land screw machine (cost) $7,B00 Z 

12-19-51 CR 92 Sold 1 automatic turret boring mill (cost) 4,200 Z 


Total deductions 12,000 


12-31 51 Balanc e per General Ledger 5 92,000 

12 20-51 (AJE 5) v 3262 Duracrafc Products, Inc, 1 balancing machine 

charged to Factory Expense 80° 


12-31-51 Adjusted balance . $ 92,BOO 

< 3 ® 

AJE 5 

Machinery BOO 

Factory Operating Expense B00 

One balancing machine charged to Factory 
Operating Expense 
V = Vouchers examined 


T = Traced to cash receipts 
Z *= Approval of sale examined 

Each supporting schedule must record all of the work performed in 
connection with the verification and analysis of each account, the methods 
of verification employed, and the questions raised during the examination 
of each item, it must also record for each account the conclusions reached 
and the methods used to reach those conclusions A brief summary of all 
work performed usually accomplishes this purpose If the summary is 
meager, the reviewer will not be in a position adequately to judge the 
thoroughness of the technique or the maintenance of proper auditing 
standards 
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Agenda or Audit Notes Sheet. A working paper entitled "Agenda” or 
"Audit Notes" should be prepared early in the course of the examination. 
The agenda sheet is used currently during the audit and contains notes and 
data for unsettled points pertaining to verifications, analyses, conversations 
with officers, unsettled items, etc. The agenda working paper is necessary 
because it may not be possible to obtain elsewhere such information at the 
moment it is needed. The senior accountant uses this sheet as a check to 
determine that all questions have been settled and all work performed in 
connection with the items placed on the sheet. The items on the agenda 
sheet may or may not be cross-indexed to the corresponding item in the 
audit program. Upon the final disposition of each item in the agenda sheet, 
it should be checked off. All items not cleared by the accountant in charge 
should be referred to a supervisor or partner for final disposition. 

Indexing the Working Papers 

Working papers are indexed, subindexed and cross-indexed by the au¬ 
ditor either during the audit or at its conclusion. Working papers must be 
completely indexed so that ready reference to any account, analysis, or 
section of the audit is easily and quickly available and so that reference 
from one schedule to another may be made at any time during or after the 
audit without waste of time. There are several methods of indexing, all of 
which are satisfactory. A few are presented at this point. 

Method I. Method I assigns a number to each main working paper and 
to each leading schedule. Supporting schedules carry the number of the 
leading schedule followed by a sequential subnumber. Method I is adaptable 
to indefinite expansion. 

1. Audit Program 

2. Working Trial Balance 

3. Adjusting Journal Entries 

3—1. Adjusting Journal Entries (Sheet 1) 

3-2. Adjusting Journal Entries (Sheet 2) 

3— 3. Agenda 

4. Cash Summary 

4- 1. Cash in Bank (First National) 

4-2. Cash in Bank (Second National) 

4-3. Petty Cash Fund 1 

4- 4. Petty Cash Fund 2 

5. Accounts and Notes Receivable and Allowance for Uncollectible Accounts 

5— 1. Accounts Receivable 

5-2. Notes Receivable 

5- 3- Allowance for Uncollectible Accounts 

6. Inventory Summary 

6- 1. Raw Materials 

6-2. Work in Process 

6—3. Finished Goods 
6—4. Inventory Certificate 
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7. Prepaid Expense Summary 

7-1. Prepaid Insurance 

7— 2. Prepaid Interest 

8. Permanent Investment Summary 

B—1. Bonds 

8— 2. Stocks 

9- Fixed Asset Summary 

9— 1. Office Equipment 
9-2. Factory Machinery 
9-3. Buildings 

9-4. Land 

10. Depreciation Allowance Summary 

10-1. Allowance for Depreciation of Office Equipment 

10-2. Allowance for Depreciation of Factory Machinery 

10- 3. Allowance for Depreciation of Buildings 

11. Intangible Assets Summary 

11- 1. Patents 

11- 2. Goodwill 

12. Current Liability Summary 

12- 1. Accounts Payable 

12—2. Notes Payable 

12-3. Accrued Social Security Taxes 
12—4. Federal Income Taxes 

12- 5. Certificate of Liabilities 

13- Bonds Payable 

13- 1. Letter to Trustee 

13- 2. Trustee’s Certificate 

14. Capital Summary 

14- 1. Preferred Stock 

14-2. Common Stock 
14—3. Capital Surplus 

14-4. Reserve for Bond Sinking Fund 
14-5. Retained Income 

15. Miscellaneous Information 

16. Extracts of Minutes 

17. Sales 

17-1. Sales, Product 1 
17-2. Sales, Product 2 

18. Direct Material Cost 

19- Direct Labor Payroll Summary 

19-1. Direct Labor Payroll, Department 1 

19- 2. Direct Labor Payroll, Department 2 

20. Manufacturing Overhead Summary 

20- 1. Supervision 
20-2. Factory Taxes 

20- 3. Factory Maintenance 
20^4. Etc. 

21. Selling Expense Summary 

21- 1. Salesmen’s Commissions 
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21-2. Traveling Expense 

21-3. Sample Expense 

21- 4. Etc. 

22. Administrative Expense Summary 

22- 1. Officers’ Salaries 

22- 2. Depreciation of Office Equipment 

23. Other Expense Summary 

23- 1. Interest Expense 

23-2. Sales Discount 

It is understood, of course, that the foregoing accounts and their cor¬ 
responding numbers are not complete. Just enough is given so that the 
system may be understood. This also holds true for Methods II, III, and IV. 

Method II. Method II uses a letter of the alphabet to designate lead¬ 
ing schedules, followed by numbers for supporring schedules. Many ac¬ 
countants use this system. If leading schedules exhaust die alphabet, 
double letters may be used. 

A. Audit Program 

B. Working Trial Balance 

C. Other Reports and Schedules 
Cl. Agenda 

C2. Minutes 

C^. Miscellaneous Information 

D. Adjusting Entries 

E. Cash 

El. Cash in Bank 
E2. Petty Cash 

F. Accounts and Notes Receivable 
FI. Accounts Receivable 

F2. Notes Receivable 

F3- Allowance for Uncollectible Accounts 

G. Inventories 

Gl. Raw Materials 

H. Permanent Investments 
HI. Bonds 

H2. Stocks 

I. Fixed Assets 

11. Delivery Equipment 

12. Office Equipment 

13. Allowance for Depreciation of Delivery Equipment 

14. Allowance for Depreciation of Office Equipment 

J. Liabilities 

Jl. Vouchers Payable 
J2. Notes Payable 
J3. Mortgage Payable 

K. Proprietorship 

Kl. Preferred Stock 
K2. Common Stock 
K3. Retained Income 
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L. Revenues 
LI. Store Sales 
L2. Outside Salesman Sales 

M. Factory Expense 
Ml. Payroll 
M2. Material 
M3. Factory Taxes 

N. Selling Expense 

O. Administrative Expense 

P. Other Expense 

Method Ill. This method indexes the working papers as follows: 

Assets: 100-199, inclusive 

101. Cash Reconciliation 
101 A. Cash in Bank Confirmations 

102. Accounts Receivable 
102A. Receivable Confirmation Summary 

Liabilities and Capital: 200-299, inclusive 

201. Accounts Payable 

202. Notes Payable and Interest 
251. Bonds Payable 
276. Capital Stock 

Income and Expense: 300-399, inclusive 
301. Sales 

321. Selling Expense 
361. Administrative Expense 

Miscellaneous Items, Audit Program, etc.: 400-499, inclusive 

Confirmation replies, adding machine tapes, etc., arc not assigned a 
number unless they are pasted to an indexed working paper. 

If more than one sheet is used for an item, a letter is suffixed, as shown 
for cash reconciliations and the cash in bank confirmations. If ten sheets 
were used for cash, the tenth would be numbered 101K. 

Method IV. This method—and much can be said in its favor—simply 
starts with the number 1 and numbers each succeeding sheet consecutively. 

Of the methods of indexing illustrated, the author prefers the first, since 
it lends itself to indefinite expansion by the simple addition of numbers; 
and it uses numbers for both leading and supporting schedules, which 
facilitates the location of papers in the file. Each accountant has his in¬ 
dividual preference, and the fourth method is increasing in use. 

General Comments on Indexing. Each working paper must have its 
index number in an upper or lower corner. Entries in supporting schedules 
which are transferred to leading schedules are cross-indexed with the page 
of the leading schedule, and vice versa. Totals on supporting schedules 
going into leading schedules are indexed to the leading schedule. Adjusting 
entries in the schedules and on the adjusting journal entries working paper 
are cross-referenced completely by showing the schedule number from which 
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the adjustment is obtained and the schedule number to which it is trans¬ 
ferred. Balances on schedules which are to be used in the balance sheet and 
the income statement are cross-indexed co the working trial balance. Cross- 
indexing may also be done between the audit program and the working 
papers; then the working paper index number is placed in front of the 
item on the audit program. Cross-indexing is most important, since it locks 
the working papers together. Ink or pencil of a color different from that 
used in the body of the schedule should be used for indexing in order to 
make the references stand out. The book balance of each item on the 
working papers is taken from the client s trial balance, and the trial balance 
is checked to the ledger before verification begins. 

A document may exist which can be filed in only one place, but it may 
support two or more items. For example, the customary bank confirmation 
contains data for notes payable to the bank; the confirmation should be 
indexed to both the cash working papers and the notes payable working 
papers; on the cash working papers and the notes payable working papers, 
the references should be back to the bank confirmation, which probably 
will be filed under "Cash.” On the working trial balance, notes payable 
line, the reference would be to the working papers for cash and notes 

Filing of Working Papers 

Filing systems for working papers vary among accounting firms, but 
normally the filing is divided as follows: 

1. The permanent file: permanent data and working papers over two 
years old 

2. The current file: two years’ working papers and audit data 

The Permanent Pile. The purposes of the permanent file may be 
briefed as follows: 

1. To provide a financial history of the business. 

2. To provide a reference for continuous and recurring items. 

3. To reduce the annual preparation of new working papers for items with 
no change. 

4. To organize specialized data for future audits, for tax investigates, for 
court evidence, for proposals to change capital structure, etc. 

The permanent file may contain the following: 

1. A copy of the articles of incorporation and the code of regulations of a 
corporation; a copy of the articles of copartnership for a partnership 

2. Copies of deeds of trust 

3. A copy of stock-listing applications, if listed 

4. Excerpts or copies of important minutes of meetings of the board of 
directors or the stockholders 

5. Copies of lease agreements, bonus and profit-sharing plans, labor agree¬ 
ments, pension plans, etc. 

6. Samples of stock certificates and bonds 
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7. Copies of engagement memorandums 

9. A chart of accounts 

9. A copy of the client’s accounting manual and/or memorandum on the 
system of operation , 

10. Audit programs for several years 

11. Internal control questionnaires for several years 

12. Organization charts 

13. Personnel and their duties, indexed to items 8 and 11 

14. Copies of authorized signatures 

15. Copies of tax returns—federal, state, and local 

16. Copies of data filed with the Securities and Exchange Commission 

17. Lists of plants, offices, stores, etc. 

18. Schedules of non-current accounts—for example, the cumulative de¬ 
preciation schedule 

19- Copies of audit reports 

The Current File. The current file consists of the working papers pre¬ 
pared during the course of the current audit. A complete set of working 
papers for an average audit is usually composed of the following: 

1. Memo for the next engagement 

2. The audit program and internal control questionnaire 

3. Audit report (manuscript copy) 

4. Financial statements and tax returns 

5. The working trial balance, arranged in balance sheet and income state¬ 
ment order 

6. Adjusting journal entries 

7. Closing and reversing entries 

8. Leading schedules, arranged in trial balance order 

9. Supporting schedules, following the proper leading schedules 

10. Agenda sheets 

11. Copies of minutes, leases, contracts, etc. 

12. Correspondence 

13. Time reports 

Preservation of Audit Records 

The answer to the question of preservation and destruction of records 
accumulated on an audit may be summarized as indicated below. Among 
accountants, there is no particular uniformity of agreement with respect to 
these points; the following suggestions represent the practices of one firm. 

For a Continuing Client: 

1. Retain permanently: 

a) Working papers necessary to trace a client’s financial statements from 
a trial balance 

b) Files used in preparing tax returns 

c) Data filed with the Securities and Exchange Commission 

d) Income statements, balance sheets, summary records with fixed assets 
and related reserves, surplus analyses, and details of capital stock ac¬ 
counts 
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e) Correspondence referring to tax matters and to accounting principles 
and procedure 

/) The audit program and internal control questionnaire 

g) Active contracts and trust deeds 

h) A copy of the audit report 

i) A list of personnel and their duties 

j) Accounting manual 

k) Chart of accounts, plant lists, etc. 

2. Retain for ten years: 

a) Trial balances of receivables and payables 

b) Detailed vouching schedules of fixed assets 

c) Detailed analysis schedules of profit and loss accounts 

d) Detailed analyses of prepaid expenses 

e) Bank reconciliations 

/) Expired contracts and deeds of trust 

g) Reports prepared by affiliated accountants or correspondents, which 
can be duplicated 

3. Retain for five years: 

a) Confirmation forms for bank balances, receivables, and payables 

b) Agenda sheets 

c) Engagement memoranda 

4. Retain for two or three years: 

a) Routine correspondence 

b) Extra copies of audit reports 
For Discontinued Accounts; 

1. Working papers on discontinued accounts may be retained for ten years 
after services have been terminated. They may then be offered to the 
former client; if not accepted, they may be cremated. 

Summary 

The points of technical importance in connection with the preparation 
of audit working papers may be summarized as follows: 

1. Place the name of the client at the top of each working paper, schedule, 
and analysis, both leading and supporting. 

2. Below the name of the client, place the name of the balance sheet or 
income statement item treated in the working paper. If desired, the name 
of the item and the name of the client may be reversed. 

3- Below item 2, place the date of the audit. 

4. Place the index number in an upper or lower corner of each working 
paper. 

5. Cross-index each working paper to the sheet to which it is transferred 
and to the sheet from which it is obtained. 

6. Use only one side of each sheet. 

7. Be certain that each supporting schedule has its own separate sheet of 
working paper, with the exception of co-ordinated items such as notes 
receivable and interest received and accrued thereon. 

8. On each schedule, state the method of verification used for the item under 
examination and the conclusions reached. 
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9- Each working paper must be signed and dated. 

10. Use audir code ticks whenever they are necessary. 

11. Prepare each working paper in an orderly, neat, and legible manner. 

12. Be certain that there are no arithmetical errors. 

13. Do not include irrelevant material. 

14. The adjusted balance of each item on the working papers must agree 
with the corresponding adjusted trial balance figure. 

Standards No. 7 and No. 8 

From the preceding discussion, Standards No. 7 and No. 8 have been 
developed: 

No. 7. "Auditing procedures must be adopted which will result in 
reasonable assurance that all assets, liabilities, expenses, and incomes are 
properly recorded and included in accordance with accepted principles of 
accounting; the representations of management must be supported by evi¬ 
dence and by a review of the accounting procedures in effect.” 

No. 8. "Audit working papers must be so designed and prepared that 
supervisors and principals can effectively review the audit with the assurance 
that the audit program has been fulfilled.” 

QUE5TION5 AND PROBLEM5 

1. A company operates a chain of retail grocery stores. Prepare an audit 
program for the verification of the cash balances in all stores. 

2. Prepare an audit program for a detailed examination of a small club of 
which you are a member. 

3. What are the advantages of an audit program? What are the disadvantages? 

4. Normally, by whom should an audit program be prepared? Present the 
reasons for your answer. 

5. For what purposes are audit working papers prepared and preserved? 

6. During the course of an audit, where are adjusting entries recorded? 

7. Are all accounting entries prepared by the auditor submitted to the client 
for transcription into his records? 

B. a) What is a leading schedule? 
b) What is a supporting schedule? 

9. What ordinarily constitutes a complete set of audit working papers? 

10. In detail, what information should be incorporated in the average audit 
working paper? 

11. Why is an outline recital of the work performed of importance in an audit 
working paper? 

12. What are the purposes of a working paper entitled "Notes to Be Cleared"? 

13. Design a system of working paper indexing which will differ from the ex¬ 
amples presented in the text. 
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14. At the conclusion of an engagement, the client demanded your working 
papers. What position would you take? 

15. Your client is a medium-sized manufacturing corporation. Describe fully 
a method of filing your working papers, taking into consideration every¬ 
thing from your formal report to the most insignificant, but necessary, 
memorandum. 

16. You were the junior accountant, and during the course of your work a 
matter arose that you did not understand. The senior accountant was out 
of the office and would not return for two hours. Ydu consulted with the 
client concerning the point in question, and the client willingly answered 
you. Were you right or wrong in asking the advice of the client? 

17. At the conclusion of an audit, you submitted to your client a working paper 
containing all adjustments which you considered necessary for the correc¬ 
tion of the accounts. The client admitted their correctness but refused to 
record them in his accounts. What would be the effect of this refusal ( a ) 
upon the audit report and ( b ) upon the succeeding audit? 

18. Prepare audit working papers covering the following items: 

a) Factory buildings and reserve for depreciation 

b ) General manager's profit-sharing bonus 

c) Treasury stock 

d) Royalty income 

e ) Sales and cost of sales of building lots sold by a realty company 
Assume your own figures. The working papers may be concise but 

should be sufficiently informative to enable your supervisor or principal to 
check the report during your absence and thereby satisfy himself with 
respect to auditing procedures. Neatness and form of presentation are im¬ 
portant. Illustrations should be sufficiently complex to involve other than 
extremely simple situations. 

19- For each case listed below, state whether the expenditures should be 
charged to an asset account or to an expense account. Present reasons for 
your answers. If you consider that there are alternative procedures which 
might be followed, state the conditions under which each would be ap¬ 
propriate. 

a) Installation of a new machine 

b) Inward transportation charges 

c) Revision of shop layout 

d) Taxes on land 

20. Describe the accounting theory concerning capital and revenue expendi¬ 
tures to be considered in each of the following situations: 

a) A public utility company acquires a gasholder for use in its system 
where gas consumption has been increased by industrial growth. The 
gasholder is an operating unit formerly used by another unrelated 
utility, but it is the only gasholder available. Cost of the holder is 
$1 million; cost to dismantle it is $ 100,000; cost of transportation to 
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the point of use is $40,000; cost to assemble at the point of use is 
$75,000; and cost of fuel for the first month of operation is $3,000. 
b) A paper company finds it necessary to have a feeder canal in order to 
facilitate the handling of pulpwood in the dense regions beyond the 
main canal. The paper company acquires a dredge for this purpose. 
The cost of the dredge is $250,000; the costs incidental to placing the 
dredge in operation at the site of work are $55,000; the cost of operat¬ 
ing the dredge is $35,000 for the first month and $30,000 per month 
thereafter. The project will require four years, at which time the com¬ 
pany plans to abandon the dredge because of the excessive repairs 
which will then be necessary. 

21. The stockholders of the Farm Equipment Company, vendors of horse- 
drawn machinery, resolved at their meeting of June 13, 1951, to liquidate 
as of August 31, 1951. The May 31, 1950, financial statement on which 
the stockholders predicated their decision to liquidate follows: 

Balance Sheet 
As uf May 31, 1951 


ASSETS 

Cash . $ 36,750 

Accounts receivable . 33,500 

Inventory of merchandise . 120,250 

Total Current Assets . $190,500 

Furniture, fixtures, trucks, etc., less reserve. 20,500 

Land and building, less reserve. 30,000 

$241,000 

LIABILITIES 

Accounts payable, including taxes . $ 15,600 

Interest accrued on mortgage. 250 

Accrued payroll . 450 

Total Current Liabilities . $ 16,300 

Mortgage, 6 per cent, due on January 1, 1953 . 10,000 

Capital stock, 4,200 shares, par value $50 . 210,000 

Surplus—balance at January 1, 1951 .$24,050 

Less: Loss for 5 months to May 31, 1951 . 19,350 

Balance . 4,700 

$241,000 


According to the stockholders’ resolution of June 13, the liquidation 
is to be effected by the directors (who, being principal stockholders, serve 
without compensation), as follows: 

The $15,000 cash bid of a local real estate operator for the equity in the land 
and building is to be accepted immediately, the purchaser to assume the outstanding 
mortgage of $10,000 and to pay all expenses of title search, closing, etc. Title is 
to pass as of June 30, 1951, and Farm Equipment Company is tD pay mortgage in¬ 
terest accrued to that date. Insurance and taxes prepaid prior to June 30, 1951, are 
to be absorbed by vendor. 

All merchandise on hand is to be offered for sale at 80% of regular sales prices; 
such special sale to be conducted from June 17 to June 26 (both dates inclusive). 
These sales are to be on a strictly cash basis and to be final—no returns permitted. 

An auction is to be conducted on June 29 on the company’s premises and is to 
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include all merchandise not disposed of during the previous 10 day sale All 
furniture fixtures, and trucks and other equipment are also to be auctioned at this 
time All sales made at such auction are to be strictly cash and final 

Any merchandise still remaining unsold after the auction is to be advertised 
daily in newspapers of neighboring communities and disposed of at best prices 
obtainable 

All employees, except the manager bookkeeper, are to be given immediate notice 
of their release, at the close of business on June 50 and to be paid up to July 31 
The manager bookkeeper 15 tD be given immediate notice of his release effective 
August 31, 1951, Dn which date hL will be paid his salarv for the four months 
ending December 31 

A liquidating dividend (final) is to be paid on September 2, 1951, as of August 
31, 1951, to all stockholders of record as at August 31 1950 

Sales of merchandise to regular customers on credit for the period from 
June 1 to June 16, inclusive, amounted to $9 500 and were merged with 
the liquidation sales All merchandise unsold after the auction was finally 
disposed of in August 

Depreciation subsequent to May 31, 1951, may be ignored 

Following is a summary of the cash transactions for the three months 
ended August 31, 1951 


Mimth 

Cash Transutinns 

Debit 

Credit 

June 

Cash sales—regul ir 

$ 5 B50 



Accounts receivible collections 

23 500 



Cash sales (special 20 pi_r Lent discount) 

47 350 



Cash received from auLtnm saks 




Merchandise 

31 500 



Furniture fixture ind trucks 

8,250 



Auctioneer s commission and expenses 


$ 2,850 


Interest on moirgige paid to May 31 


300 


Proceeds from sale of land and building 

15 000 



Officers and office salaries (including separation 




payments anil $450 accrued payioll) 


5 550 


Accounts payable 


15,600 

July 

Accounts receivable collections 

1 250 



Post auction sales 




Merchandise 

3 500 



Furniture fixtuies and trucks 

2 300 



Salary of manager bookkeeper for July 


400 

August 

Accounts receivable collections (final) 

3,700 



Collection agency fees 


375 


Salary of manager bookkeeper (including separation 




payment) 


2,000 


Legal fees ard expenses re liquidation 


675 



$142,200 

$27,750 






As the public accountant for the Farm Equipment Company, on the 
basis of the foregoing information, you are required to prepare the follow¬ 
ing 

a) All necessary journal entries 

b) A columnar working sheet showing the postings of the cash transactions, 
the adjustments, and the cash available for final distribution 
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c) A statement setting forth the loss on realization and the expenses of 
liquidation. 

d) A statement showing the amount of cash to be distributed as a liquidat¬ 
ing dividend to each of the following stockholders: 


A .1,600 shares 

B .1,200 shares 

C . 900 shares 

D . 360 shares 

E . 140 shares 

Total .4,200 shares 

"™ = (A.I.A.) 









* 

THE AUDIT OF ORIGINAL RECORDS 


The Original Records Considered 

This chapter will describe the auditing procedures to be followed in the 
examination of the non-financial records of a client and will outline certain 
mechanical auditing procedures to be followed in the examination of the 
General Ledger or the original financial records of th" client. 

It must be remembered that this book is not "specialized” as to any one 
type of business; the standards set forth and the auditing procedures de¬ 
veloped are applicable to all types of business organizations. Naturally, the 
mechanical accounting procedures of one concern will differ from those of 
another concern; a company may not use a formal Cash Disbursements 
Journal or a Voucher Register, but it will use a similar medium for re¬ 
cording money spent and for recording inventories purchased, expenses in¬ 
curred, etc. In other words, the auditing standards established and the 
auditing procedures developed are based upon the underlying application 
of proper accounting theory. 

The records to be considered are the articles of incorporation, the 
articles of copartnership, the code of regulations, the Minutes Book of the 
board of directors, the Minutes Book of the stockholders, contracts, leases, 
pension plans, labor agreements, etc. 

The examination of the non-financial records preferably should be per¬ 
formed early in the course of the audit, for the reason that these records may 
disclose information necessary for proper guidance during the course of the 
audit of the financial records. In addition, the auditor must verify the fact 
that the transactions recorded have authority based upon actions of the 
owners and directors and also have authority granted by legal governing 
bodies. 

The examination of the non-financial records is a function of the ac¬ 
countant in charge, since he has not only mature judgment but also au¬ 
thority to decide if recorded transactions fall within the range of the non- 
financial records. 


139 
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The Audit Program for Non-Fmancial Records 

The audit program for the non-financial records is as follows: 

1. Examine the articles of incorporation and any amendments thereto (or 
the articles of copartnership), and excerpt important and pertinent pro¬ 
visions. 

2. Examine the code of regulations, and excerpt regulations that affect the 
audit and the operations of the company. 

3. Examine the Minutes Book of the meetings of the board of directors, and 
note all pertinent actions contained therein. Summarize the actions of 
the board of directors which result in accounting transactions. 

4. Examine the Minutes Book of meetings of the stockholders, and note all 
pertinent actions therein. 

5. Examine all contracts, leases, agreements, pension plans, profit-sharing 
arrangements, union contracts, etc.; and excerpt the important provisions. 

The procedures to be followed under the audit program for the non- 
financial records, indicated above, are described in the following subsec¬ 
tions. 

1. Examine the Articles of Incorporation and Any Amendments Thereto , 
and Excerpt Important and Pertinent Provisions. The following points are 
to be included: 

a) The full and exact name of the company. 

b) The date of incorporation. 

c) The classes of authorized capital stock. 

d) The number of authorized shares of each class of capital stock and their 
respective par values, no-par values, or stated values. 

e) Dividend provisions for preferred stock. 

/) Preferred stock: cumulative and non-cumulative features, participating 
and non-participating features, voting privileges, and liquidation and 
redemption features. 

g) The purpose clause. 

h) The principal place of business. 

i) The name and address of the corporation’s fiscal agent. 

The preceding data will be placed in the permanent file. On succeeding 
engagements the file will be placed in current condition by any amend¬ 
ments to the articles of incorporation. 

In the examination of the articles of copartnership, the following points 
should be included: 

a) The names of the partners. 

b) The type of each partner—that is, general, limited, silent, etc. 

c) The capital requirements of each partner. 

d) Agreements with respect to drawings. 

e) Profit-sharing agreements. 

/) The treatment of interest charges and interest credits on drawing ac¬ 
counts and capital accounts. 

g) Salaries, if any, and their accounting treatment. 
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On a repeat engagement, amendments to the articles should be noted. 
This material is placed in the permanent file. 

2. Examine the Code of Regulations, and Excerpt Regulations that 
Affect the Audit and the Operations of the Company. The following 
points are to be included: 

d) The date, place, and quorum requirements of the annual stockholders’ 
meeting. 

b) The requirements for special meetings of the stockholders. Meetings 
held in non-conformity with the provisions of ( a ) and (b) would 
constitute unauthorized procedure. 

c) The provisions for the election of directors. 

d) The methods of electing directors and of filling vacancies on the board 
of directors. 

e) The duties of the directors. 

/) The methods to be employed by the board of directors in the selection of 
executive officers. 

g) Dividend policy provisions, if any. 

h) The order of business in a meeting of the board of directors or of the 
stockholders. 

i) The method of voting. 

j) The methods of amending the code of regulations. 

This material will become a part of the permanent file. On succeeding 
audits an examination should be made of any amendments to the code of 
regulations. 

3. Examine the Minutes Book of the Meetings of the Board of Directors, 
and Note All Pertinent Actions Contained Therein. The following points 
are to be included: 

a) The minutes of the meetings of the board of directors must be dated 
and properly signed. 

b) The compensation of officers and directors. 

c) Bonus agreements. 

d) Profit-sharing agreements. 

e) Pension agreements. 

/) Contracts with executives. 

g) Union contracts. 

h) Dividend declarations. 

i) Authorizations for capital stock increases and decreases to be con¬ 
sidered by the stockholders. 

j) Treasury stock purchases and sales. 

k) Stock subscription forfeitures. 

l) Authorizations for bond issues or other mortgaging of property. 

m) Authorization for the cancellation of treasury bonds. 

n) Authorization for the construction of plants. 

o) Authorization for the purchase of capital assets. 

p) Authorization for the purchase and sale of investment securities. 

q) Material-purchase contracts and their provisions. 
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f) Sales contfacrs and their provisions. 

j) Budget appropriation actions. 

/) Surplus reservation actions. 

u) Depreciation policies. 

v) Surety bonds. 

w) Method of electing officers. 

x) Authorized depositories and authorized signatures to cheques. 

y) Home office instructions to branches. 

If the minutes are not in satisfactory condition, the attention of the client 
should be directed to that fact. In extracting notes from the Minutes Book, 
the auditor must learn to distinguish relevant from irrelevant data. Matters 
of interest to an auditor in the Minutes Book are those that affect the audit 
and those that bear upon company operations in accordance with authoriza¬ 
tion by the board of directors. 

An authorization by the board of directors usually results in an action to 
be taken. For example, the accountant must insist that liabilities—real or 
contingent—be recorded in conformity with actions of the board of direc¬ 
tors or that surety bonds be purchased in accordance with board action. If 
authorizations by the board of directors have not been properly followed or 
recorded, the auditor must insist on correction of improper procedure or 
qualify his report. 

4. Examine the Minutes Book of Meetings of the Stockholders, and Note 
All Pertinent Actions Therein. The following points are to be included: 

a) Authorizations for capital stock issuance and retirement. 

b ) Authorizations for the sale or merger of the business. 

c) The method of electing directors. 

d) The time and place of meetings. 

e) Quorum requirements. 

/) The method of voting the shares of stock. 

In examining the minutes of meetings of the stockholders, the auditor 
must be certain that actions taken by the stockholders are properly followed 
by the board of directors and the officers of the corporation. 

In small close corporations the stockholders, directors, and officers may 
be the same persons. The auditor must distinguish between the actions of 
these persons in their capacities as officers, directors, and stockholders. 

5. Examine All Contracts, Leases, Agreements, Pension Plans, Profit- 
Sharing Arrangements, Union Contracts, etc,; and Excerpt Important Pro¬ 
visions. In the examination of each of these miscellaneous items, the 
primary objective is to determine that the provisions of the contracts, pension 
plans, etc., have been adhered to not only in terms of the documents involved 
but also from the point of view of the accounting and financial requirements 
involved. 

Standard No. 9 

From the preceding development the following standard is presented for 
the examination of the non-financial records: 
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No. 9. "The auditor should review the charter, code of regulations, other 
non-financial records, and minutes of the meetings of stockholders, board of 
directors, and committees in order to ascertain (a) that authorized trans¬ 
actions are properly recorded and ( b ) that recorded transactions have been 
properly approved.” 

Mechanical Aspects of Auditing 

There are certain mechanical aspects of auditing and certain routine de¬ 
tailed duties which are necessary to every audit and which have as their ob¬ 
jectives the proof of accuracy and the obtaining of reliable evidence. The 
mechanical features deal primarily with the following: 

1. Proof of extension accuracy 

2. Proof of footing accuracy 

3. Proof of posting accuracy 

4. Vouching and verification of transactions 

5. Preparation of reconciliations 

6. Analysis of accounts 

Thus, the mechanical and routine phases of an ardit deal fundamentally 
with vouchers, books of original entry, the General Ledger, and other 
ledgers. 

The amount of detailed work to be performed on each audit depends 
upon (a) the system of internal accounting control, ( b ) the type of audit, 

( c ) the contractual arrangements with the client, and ( d ) the number of 
errors discovered and their materiality. 

Vouching and verification are necessary in all audits; the amount of 
vouching and verification varies with the degree of detail of the audit. The 
vouching and verification of transactions may be in the nature of a test of 
the transactions. The auditor must rely upon the system of internal account¬ 
ing control and upon the probability that major or serious errors will be dis¬ 
covered with the use of a partial verification of the transactions. 

Use of Audit Code Legends . A client does not want the auditor to de¬ 
face his records. The auditor must use check marks which are small, neat, 
legible, and consistent as to meaning throughout the examination. Each 
auditor may devise his personally preferred check marks, and he may vary 
them from audit to audit unless standard tick marks are required by his firm. 
Each different check mark must indicate that a specific operation has been 
performed in connection with the engagement. The material in Chapter 5 
should be reviewed at this point, and the code legend in the Illustrative 
Audit should be studied. An accountant may use a rubber stamp with his 
name on it to indicate voucher and other loose-paper examination. A rubber 
stamp effectively prevents the practice of fraud by duplicate presentation 
of the same paper. 

Proof of Extension Accuracy. Extensions involve multiplications on in¬ 
voices, payroll records, inventory count and price sheets, and various other 
data. Normally, the proof of extension accuracy is performed by the junior 
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accountant in accordance with the plan of testing devised for the examina¬ 
tion and in accordance with the test sample selected. The amount of the 
proof of extension accuracy is detailed in a subsequent section of this chap¬ 
ter entitled "The Audit Program for Financial Records.” 

Proof of Footing Accuracy. Footings result from vertical additions or 
horizontal additions, or both. Footings for all books of original entry and 
for all ledger accounts must be completely proved unless the senior ac¬ 
countant decides that the proof of footing accuracy is to be complete for 
certain subperiods—for example, the first and last months of the period— 
with the remainder to be tested either on a block or on a random basis. Of 
course, if a dishohest employee realizes that the auditor will foot the 
original records for only certain months, he may risk the practice of fraud in 
other months with the hope that his practices will not be discovered. 

When the client submits adding machine tapes to the auditor, the latter 
should verify the submitted tapes. If the total of an adding machine tape 
prepared by the auditor does not agree with the total in the record being 
footed, the work must be rechecked. An adding machine tape affords evi¬ 
dential proof of the work done. In the proof of footing accuracy, it fre¬ 
quently happens that the auditor must release the records to a member of 
the client’s staff for the performance of routine work before the footing 
process is completed. When this occurs, the auditor must make a notation of 
his temporary stopping place and the totals to that point. 

The amount of proof of footing accuracy for ledger accounts and the 
various journals is detailed in a subsequent section of this chapter entitled 
"The Audit Program for Financial Records.” 

A few additional comments on footings are made at this point. Consider 
the following column of figures: 

$ 319.54 
600.00 

25.59 

36.22 
178.87 

43.65 

325.91 

56.23 
579.38 
415.16 

93.47 
854.21 

10.25 

29.47 
334.85 
964.29 

$4,867.09 

The column is 16 lines deep; the average page in a client’s journal or 
other similar record is 40 lines deep. The pennies range from $0.00 to $0.99, 
an average of $0.495-$0.50 for all practical purposes. Therefore, 40 lines 
at $0.50 is $20. In almost every case the total of the pennies will fall be- 
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tween $17 and $23, and $20 is a good average if the auditor is adding rec¬ 
ords that the client already has added and posted. The theory of $0,495 fails 
in certain obvious instances; for example, in a club collecting dues, which 
end in $0.00 or $0.50, $0.25 would appear to be the average; but the 
number of $0.50 can be easily counted. 

From the preceding discussion, many accountants believe that time 
should not be wasted in adding pennies columns and that discrepancies up 
to $4.00 may be accepted as not material to the fair presentation of the 
financial condition, even though a full and complete addition might prove 
that each page was short $1.00. 

The habit of adding mentally in pairs prior to touching the adding ma¬ 
chine is widely used. Thus, the adding machine tape for the preceding 
column of figures might appear as follows: 

$ 919-00 (dollars only) 

61.00 

221.00 

381.00 

994.00 

947.00 

39.00 

1,298.00 

14,86000 

7 09 (in theory $8.00; or 16/40 of 
$4,867^09 -8 20 ; discrepancy, $0.91) 

By adding as many figures as possible mentally and transferring to the 
adding machine occasionally, time is saved and fatigue reduced. The sug¬ 
gestion is mde here that with 40 lines to a page and moderate-sized amounts, 
each page might well result in 5 to 8 items on the tape. 

ILLUSTRATIONS. The necessity of the proof of footing accuracy may 
be exemplified as follows: If the Cash Disbursements Journal were 
overfooted, a theft of cash could be committed for the amount of the 
overfooting of the Cash credits. Or, if the Cash Receipts Journal 
were underfooted, cash could be extracted to the amount of the under¬ 
footing of the Cash debits. There is no substitute for proof of footing 
accuracy. 

Proof of Posting Accuracy. The auditor selects the test period and 
traces the posting of entries from the books of original entry to the ledger 
accounts. The choice of this test period is guided by the exigencies of the 
situation and the amount of detailed verification necessary. When postings 
are being verified, the entries are traced from the accounts to the journals or 
from the journals to the ledger accounts; the latter method is preferable 
from the standpoint of ease of operation, particularly if the test period is a 
block—one month, for example. If the first method were used in this case, 
it is possible that every entry in a ledger might have to be traced before all 
the journal entries for the test month were located. 
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The work of proving posting accuracy is facilitated if two persons are 
used. One person calls the entries from the journals; the other person locates 
the posting in the ledger, calls the entry back to the person with the journal, 
and places an appropriate check mark in the account to denote the proof of 
posting accuracy. A specific order of procedure is naturally established in the 
verification of posting accuracy. A quite standard order follows: 

Accountant with Journal Accountant with Ledger 

1. Calls the ledger folio. 1. Locates the account. 

2. Names the account. 2. Verifies the name of the account. 

3- Calls the date of the transaction. 3. Verifies the date of the transaction. 

4. Indicates a debit or a credit. 4. Verifies a debit or a credit. 

5. Calls the amount; places a check 3. Verifies the amount; places a check 

mark in the journal. mark after the entry. 

6. Calls the page of the journal. 6. Verifies the journal page. 

In verifying the postings, the auditor must be certain (a) that he fully 
understands the journal entry; ( b ) that the entry is accurate from the 
standpoint of correct debits and credits; (c) that the entry is posted to the 
proper accounts; ( d ) that, if subsidiary ledger postings are also required, 
they are made; (e) that a debit is posted as a debit and a credit as a credit; 
and (/) that transpositions and slides do not exist. 

In calling figures, the following naming of the amounts is suggested: 


Amount to Be Called Call as 

$ 0.46.Forty-six cerus 

9-18.Nine dollars, eighteen 

50.00.Fifty dollars 

62.60 .Sixty-two dollars, sixty 

550.00.Five hundred fifty dollars 

72B.24.Seven hundred twenty-eight dollars, twenty-four 

1,003.05.One thousand, zero, zero, three dollars, five 

5,417.21.Five thousand, four hundred seventeen, twenty-Dne 

7,550.00.Seven thousand, five hundred fifty dollars 

17,618.12.Seventeen thousand, six hundred eighteen, twelve 


Corrections of postings are placed on the audit working papers—on the 
adjusting entries sheet. If the accounts have been closed by the client, post¬ 
ing corrections involving small amounts are ignored by many accountants, 
on the basis that the small amounts will have no significant effect upon the 
net profit or the classification of expenses, incomes, assets, or liabilities. If 
there are many small errors in posting, the aggregate may be large, in which 
case these errors cannot be ignored. Exactly where a small amount stops 
and a large amount starts is a question of materiality to be judged by the 
auditor, based upon the factors in each case. In connection with making or 
ignoring relatively small posting corrections, the provisions of the federal 
income tax law and the resultant tax liability must be considered. Whenever 
there is a question as to the advisability of accepting or correcting an im¬ 
proper poscing, correct it. 

Vouching and Verification of Transactions. Vouching is the examination 
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of underlying evidence which is in support of the accuracy of a transaction; 
verification is the proof of accuracy of extensions, footings, postings, owner¬ 
ship, and existence. 

Vouching and verification of transactions rest upon the documents of¬ 
fering proof of the validity of recorded transactions; examples of such docu¬ 
ments would include purchase in\oices, sales invoices, paid cheques, dupli¬ 
cates of cash receipts, contracts, leases, etc. 

The purposes of examining the underlying evidences of transactions— 
commonly called vouchers—are to ascertain (a) that the voucher is au¬ 
thorized by the proper persons; ( b) that the voucher is for a proper, though 
not necessarily reasonable, expenditure; ( c) that the amount of the voucher 
is correct; and ( d) that the voucher has been properly entered in the rec¬ 
ords. 

It occasionally happens that original vouchers are lost or inadvertently 
destroyed. If they cannot be located, correspondence, receiving room reports, 
requisitions, purchase orders, etc., may be used as substitutes. 

Preparation of Reconciliations. Another mechanical feature of auditing 
is the obtaining of reconcilements between two groups of related, but inde¬ 
pendent, figures. As examples, a reconciliation is prepared for cash per the 
bank statement and the balance according to the Cash ledger account; 
reconcilements are prepared for various accounts on the books of a sub¬ 
sidiary company and its parent company; the subsidiary accounts receivable 
are reconciled with the controlling account for accounts receivable. 

Analysis of Accounts. It may be necessary to analyze an account (a) in 
order to detail its composition into its component parts on a classified basis 
or ( b ) in order to detail the individual charges and credits in the account in 
chronological order. Type ( a ), above, is exemplified by the analysis of the 
Sales account, Illustration 16 (p. 126); type ( b ), above, by the analysis of 
the Machinery account, Illustration 15 (p. 125 ). 

Testing and Sampling 

The question immediately arises as to the precise extent—100 per cent 
or less—of the mechanical work on the vouchers, journals, and ledgers. 
Therefore, before proceeding with the extent of the audit program for the 
proof of accuracy of extensions, footings, and postings, and before proceed¬ 
ing with the verification of transactions recorded in the records or journals 
of original entry, the proof of reconcilements, and the analysis of accounts, 
this short section is devoted to a general discussion of testing and sampling. 
This section will be followed by a description of the procedures for the 
various proofs of accuracy as applied to the financial records. 

In the majority of texts on auditing—including former editions of this 
book—there appears a description of testing and sampling, and the ambig¬ 
uous statement that the amount of testing and sampling must be left to the 
judgment of the auditor. At the willing risk of criticism, with the objective 
ultimately of arriving at specific quantitative tests, this section will attempt 
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to crystallize the generalities of testing into terms of specific guidance for the 
student and the practitioner. 

The objective of testing and sampling, as applied to auditing, is to arrive 
at an opinion of the fairness of the financial statements by sound statistical 
sampling and testing, without extending the test to 100 per cent of all items. 
Testing and sampling are the basis of the modern audit. By testing a portion 
(sample) of all the accounting entries, conclusions may be reached con¬ 
cerning the accuracy and fairness of all entries. The underlying basis of test¬ 
ing is predicated on the theory of probability that errors will be discovered 
in the examination of the sample. The assumption is that a portion of the 
items in an array will portray the same characteristics as all of the items. 

Testing may be defined as the analysis of parts from which conclusions 
are drawn concerning the entirety (whole, or universe). Or testing may be 
defined as the selection from the universe of a number of individual items 
(the sample), each item being a member of that universe. In auditing, all 
items of one type form that universe; for example, all cash receipts consti¬ 
tute that universe, and the specific cash receipts to be examined make up the 
sample within that universe. 

Characteristics of the Sample. Every sample must possess the following 
characteristics: 

1. It must be adequate. 

2. It must be representative. 

3. It must show stability. 

A sample is adequate when it contains a sufficient number of items to 
show the same results which would be found in the selection of another 
sample of the same size from the same universe (in other words, the sample- 
must not be so small that it offers distortion); also, a sample is adequate 
when each individual item has the same probability of inclusion as all other 
items of that particular universe. 

A sample is representative when it possesses characteristics similar to all 
of the data in the universe. With respect to auditing, there can be no as¬ 
surance that a sample will definitely show the same characteristics as the 
particular universe; but, in line with the theory of probability, if the sample 
has been selected at random, it should be sufficiently representative. 

A sample shows stability when the results of testing the sample remain 
the same regardless of the increase in the size of the sample. 

Types of Samples. There are two types of samples, as follows: 

1. The random sample, which may be divided into the random sample 
and the stratified random sample. 

2. The block, or purposive, sample. 

A random sample is one in which each item in the universe has an equal 
chance of being a part of the sample selected. When a sample is selected, 
there must be no preference or lack of preference which would tend to in¬ 
clude or exclude any datum in the universe. Therefore, as applied to auditing, 
a random sample may not necessarily be a good and representative sample. 
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Consequently, a random sample should be used only when the auditor’s 
knowledge of the universe is limited—that is, if he is not familiar with the 
items of the universe and the items in the subclasses of the universe. The 
random method of selection of a sample may be used for checking of ex¬ 
tensions and footings on inventory count and price sheets. It is also used 
when each item in the universe is proportionately equal to each other item. 

Auditors do not often use a random sample, since most accounting data 
are not of a type to justify the application of a random sample in order to 
arrive at a conclusive test. 

A stratified random sample is one selected on the basis of subdivisions of 
the universe data into subclasses. Whenever the auditor has reasonably exact 
knowledge of the data in the universe, he should employ the stratified 
random sample. 

ILLUSTRATIONS. A stratified random sample may be exemplified as 
follows: The accounts receivable balances—which are definitely stated 
—may be broken down into subclasses, according to the dollar amount 
of each balance. The percentage of items in each subclass to be con¬ 
firmed will vary with the dollar value of the items in the universe. As 
another example of a srratified random sample, the accounts payable 
balances—which arc definitely stated—may be broken down into sub¬ 
classes, according to the alphabet. The auditor may decide to trace 
each debit and credit to all accounts payable starting with the letters 
A, D, G, J, M, P, S, V, and Y which show total credit activity in ex¬ 
cess of {5,000 for the year. He is attempting to select a pattern for his 
test. Stratified random sampling may be illustrated for the confirmation 
of accounts receivable balances as follows: 


Account 

BildllLt 

Percentage uf 
Confirmation Requests 

$ 0 01-$ 99 99 

5 per cent 

100 00- 499 99 

10 per cent 

500 00- 999 99 

25 per Lent 

1,000 00- 9,999 99 

75 per cent 

10,000 00- largest 

100 per cent 


Thus, the reliability of the greatest dollar value of the receivables will 
be established; and, by the 100 per cent request in the accounts with 
the largest balances, gross errors will be eliminated. 

A block, or purposive, sample is one selected on the basis of consecutive 
time—two months’ cash receipts entries, for example—with a 100 per cent 
verification of all entries in the block. The characteristics of the universe 
must be represented in the characteristics of the sample. The first month 
and the final month are frequently chosen, since it is more usual to find er¬ 
rors and fraud in those months than in the remaining months of the period 
of examination, especially with respect to cash frauds and the preparation of 
entries that attempt to cover fraud. 
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Of course, when block samples are used, the auditor should never fore¬ 
warn the client of the time periods to be tested; if the auditor were to do 
so, his objective of discovering error and fraud could be defeated by the 
shifting of irregular transactions to other months. 

How Much Testing? The preceding discussion points to the desirability 
of establishing—by test—the reliability of the greatest possible dollar 
values. As indicated, stratified random sampling usually produces a better 
"pattern” and a better result than does block sampling, unless the block is 
truly representative of the data in the universe. In many instances a combi¬ 
nation of block and stratified random samples is employed. 

The amount of testing for each type of transaction or account balance is 
dependent upon the system of internal control and internal audit and often 
must of necessity be a matter of professional judgment. The auditor must 
arrange a course such that the sample will be sufficient to serve the purposes 
of the examination and will not be extended to a point at which the cost of 
the testing exceeds its worth. 

After a sample has been selected for examination, the discovery of an 
error (or of more errors than anticipated) in that sample may justify in¬ 
creasing the sample to 100 per cent of the data. 

ILLUSTRATION. If the original intention was to verify every tenth 
cash receipt entered in the Cash Receipts Journal, one error in twenty 
items might be sufficient to alter the test to every fourth or fifth cash 
receipt. 

In addition, the size of the sample may be increased if discovered errors 
are material—in significance or in amount. The auditor can tolerate small 
insignificant errors, and he is not so much concerned with them as he is with 
errors that distort fair presentation of the financial statements. 

The following section will discuss the problem of the amount of testing 
that should be done for extensions; footings; postings; voucher verification; 
and entries in the General Ledger, General Journal, Cash Receipts Record, 
Cash Disbursements Record, Payroll Journal, and Sales Journal. 

The Audit Program for Financial Records 

Consideration will now be given to the mechanical features of auditing as 
they are applied to the financial records of a concern; the discussion will also 
be in terms of the amount of testing, in accordance with the sample de¬ 
termination. 

The following suggested percentage figures are on the basis of an effec¬ 
tive system of internal control, in which, however, there still could exist the 
possibility of material error and fraud. The suggested percentage figures 
apply to the proof of extensions and footings on the entire sample chosen in 
a general audit and on all vouchers in a detailed audit. 

Audit of the General Ledger. The audit program for the mechanical 
phases of the examination of the General Ledger is as follows; 
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1. Prepare and prove the mechanical accuracy of a trial balance of the Gen¬ 
eral Ledger at the beginning and at the end of the period. 

2. Prove the accuracy of the postings to the General Ledger from the books 
of original entry, as follows: 

a) In a detailed audit: 

(1) Prove the accuracy of all postings. 

b) In the general audit: 

(1) Prove the accuracy of the postings for four non-consecutive 
months, which include the last month of the period; and vary 
the other three months each year, or 

(2) Prove the accuracy of the postings for the last month of the 
period plus 25 per cent of the postings not on a block (month) 
basis. 

3. Prove the accuracy of the footings of the general ledger accounts, as fol¬ 
lows: 

a) In a detailed audit, prove the accuracy of all footings. 

b) In the general audit, prove the final balance of all accounts not 

analyzed. 

4. If there are private ledgers in addition to the General Ledger, follow 
procedures 1, 2, and 3; but in 2(b) (2) extend the proof of posting ac¬ 
curacy to 75 per cent in addition tD the last month. 

A discussion of the audit program and the mechanical phases of the audit 
of the General Ledger is now presented. 

A trial balance at the beginning and at the end of the period is taken for 
purposes of facilitating comparisons. If the audit is a repeat engagement, the 
auditor has the trial balance of the preceding period, which he should check 
against the ledger of the client to be certain that the adjusting entries of the 
prior period were taken up, so that comparative statements will be proper. 
If the audit is for a new client, and if the report of the preceding auditor is 
available, the balance sheet and income statement figures in the report should 
be checked against the trial balance of the preceding period. It may be dis¬ 
covered that the adjusting journal entries of the former accountant were not 
entered in the ledger or that they were entered in the period now under 
examination; in the latter case the adjustments applicable to the preceding 
period should be removed from the current period. 

Prior to preparing a trial balance, the auditor should investigate to be 
certain that all postings have been made for the current period. This pre¬ 
caution not only saves time but prevents the possibility of manipulation after 
the ledger has been released. The accountant should place a code legend op¬ 
posite the last item at the stopping point for postings from all records of 
original entry, in order to eliminate the possibility of additional postings 
after the trial balance has been prepared; these additional postings might 
not be reflected in the financial statements, or they might be the result of 
various types of manipulation. 

ILLUSTRATION. The General Ledger of the Blank Company was 
maintained by the bookkeeper, with the exception of the Cash account. 
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which was kept by the president. The bookkeeper would prepare a 
trial balance and advise the president of the difference between the 
total of the trial balance debits and credits; this difference, theoretically, 
should have been the Cash balance. The president, alone in his con¬ 
trol of the cash, would instruct the bookkeeper to charge Traveling 
Expense for a certain amount; and he would credit his Cash account 
for the same amount, which he already had stolen. An analysis of the 
Traveling Expense account proved that there was no authentic sup¬ 
port for 40 per cent of the traveling expense. One entry appeared 
after the check mark indicating the last posting from the Cash Dis¬ 
bursements Journal, and that one entry led to the discovery of the 
fraud. 

In proving the accuracy of postings to the General Ledger, an attempt 
should be made to control all books of original entry at one time. The pro¬ 
cedure for proving posting accuracy has been discussed on page 145. As the 
proof of posting accuracy is completed from each book of original entry, 
there is no objection to releasing that record to the client’s staff. 

In the proof of posting accuracy, alertness is necessary in the face of a 
monotonous task. One undetected posting can be the posting that resulted 
from a fraudulent transaction—for example, an inventory theft with an un¬ 
detected credit in the Inventory account. 

In proving the accuracy of the footings of the general ledger accounts, 
following the proof of posting accuracy, it is best to prepare adding machine 
tapes for each account and to retain the tapes until the audit is completed. 

If an account is to be analyzed, its final balance will be set forth in the 
analysis. This amount is then compared with the trial balance amount of 
that account; therefore, it is not necessary to foot that account during the 
mechanical footing stage of the operations. 

When the trial balance is being prepared, or immediately after it has 
been prepared, the senior accountant will indicate the accounts to be 
analyzed. Thus, the junior accountant will know which accounts to foot. 

A Private Ledger may be maintained for the purpose of restricting con¬ 
fidential information from employees. The restricted information usually is 
made up of executive salaries and bonuses, dividends, investment securities, 
sometimes inventories, and the final profit or loss. In the examination of the 
Private Ledger, it is of paramount importance that evidence be presented in 
support of all entries. Occasionally, when a Private Ledger is kept, data are 
difficult to obtain, due to reluctance to divulge information on the part of 
the treasurer or of the person who maintains that ledger. Generally, when 
there is a Private Ledger, there is a private checking account. 

Voucher Examination. The audit program for the mechanical phases of 
the examination of original evidential papers is as follows: 

1. In a detailed audit: 

a) Examine the vouchers and all supporting documents for all entries. 

b) When documents are consecutively prenumbered—as for cheques, 
sales invoices, and purchase orders—account for all numbers. 
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2. In the general audit: 

a) Examine the vouchers and all supporting documents for the follow¬ 
ing: 

(1) Three non-consecutive months, which includes the last month of 
the period, and vary the other two monms each year, or 

(2) The last month of the period and a stratified random sample, 
which, when added to the examination of the last month, will 
equal approximately a 25 per cent test, or 

(3) A stratified random sample of about 25 per .cent of the items 
of each class. For example, every fourth purchase order may be 
examined; or every tenth purchase order may be examined plus 
all orders in excess of $1,000, if that sample will approximate 
25 per cent. 

b) Account for all numbers for consecutively prenumbered documents. 

3. Reconcile the minutes of the board of directors with the accounting entries 
arising therefrom, in accordance with the vouchers. 

In accordance with his plan of sample examination, the senior accountant 
selects the sample to be verified; however, the client is not informed of the 
sample selected, and the senior consequently locates all papers of a par¬ 
ticular type from which the test will be made. 

ILLUSTRATION. In the verification of the clerical accuracy of the in¬ 
ventory count sheets, pricing sheets, summary sheets, etc., the senior 
accountant calls for all such papers and then does his own selecting. 

He may then—in accordance with his plan of testing—issue instruct- 
tions that the extensions (quantity times unit cost) on the sheets be 
verified as follows: (a) that three extensions on each page involving 
totals of less than $500 be proved to the nearest $1.00; ( b ) that all 
extensions on all sheets between $500 and $1,000 be verified to the 
nearest $10; and (c) that all extensions on all sheets in excess of 
$1,000 be verified to the nearest $100. In this procedure an extensive 
test would be made of the extensions involving inventory vouchers. As 
each extension is verified, the auditor should place his audit code legend 
opposite the item verified. 

In the examination of any voucher involving count and price, the auditor 
must be certain that unit prices are given in correct terms for the unit of 
count indicated on the voucher; otherwise, the extension, although mathe¬ 
matically correct, would be incorrect in total actual valuation. 

The examination of vouchers should be undertaken in a careful and 
systematic manner. The auditor must obtain all vouchers of a particular 
kind at one time, even though he will not examine each one. Voucher ex¬ 
amination is a necessary phase of an audit, but it is a lengthy process; 
therefore, as stated, tests usually suffice, followed by a rigid scrutiny of 
entries for which voucher examination did not take place. 

Vouchers may be filed numerically or chronologically (as exemplified 
by the frequent practice of filing returned cheques by months); or, if the 
vouchers pertain to customers and creditors, they may be filed alphabetically. 
Regardless of the method used to file vouchers, the auditor must place his 
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code legend on the examined vouchers so that the same voucher may not 
be presented again—with an altered date. If a client insists that the vouchers 
are not to be marked, the auditor must prepare a list of those examined. 
After examination the auditor will return the vouchers to^the client as they 
were presented to him. 

The auditor must obtain the names of all persons properly authorized to 
approve vouchers for cash disbursements, purchases of inventories and 
assets, receipt of goods, cash receipts, transfers, payrolls, and distributions. 
Then, armed with the vouchers, the auditor is ready to proceed to the 
vouching of entries in the General Journal, the Cash Receipts Journal, the 
Cash Disbursements Journal and Voucher Register, the Payroll Record, 
and the Sales Journal. 

The following schedule shows the various types of vouchers and the 
records of original entry for the vouchers : 


Vouchers 


Probable Record of Original 
Entry 


Journal voucher 
Minutes Book 

Duplicate bank deposit tickets; cus¬ 
tomer remittance lists 
Expense reports 

Paid bank cheques 

Petty cash vouchers 

Payroll summary 

Payroll cheques 
Creditors’ invoices 

Creditors’ debit memoranda 

Stores requisitions 

Duplicate sales invoices 
Duplicate of customers’ debit mem¬ 
oranda 


General Journal 

General Journal; cash disbursements 
records 

Cash Receipts Record; bank state¬ 
ments 

Cash disbursements records; expense 
distribution journals 
Cash disbursements records; expense 
distribution journals 
Cash disbursements records; expense 
distribution journals 
Cash disbursements records; labor dis¬ 
tribution schedules or journals 
Payroll Journal 

Invoice or Purchase Record; Voucher 
Register 

Purchase return records; Voucher 
Register 

Stores requisition summary or the 
equivalent of a Work-in-Process 
Journal 
Sales journals 
Sales returns journals 


It must be remembered that the mere mechanical routine of vouching 
transactions is not sufficient to assure the auditor that each transaction is 
fundamentally correct and authoritatively recorded. The evidence may 
appear to be correct and in order, but a knowledge of the operating con¬ 
ditions of the business may show that the evidence in the form of vouchers 
is forged. The system of internal control in operation must be investigated 
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to satisfy the auditor that the voucher for the purchase of materials, for 
example, constitutes a voucher for the purchase of materials for the business 
and not for one of the employees. In other words, the auditor must assure 
himself not only that the transactions are correctly recorded but also that 
the transactions recorded are proper business transactions. 

Audit of the General Journal. The audit program for the examination 
of the Genera] Journal is as follows: 

1. In either a detailed audit or a general audit: 

a) Obtain access to all documents supporting and authorizing entries in 
the General Journal; note particularly the approval for the entries. 

b) Trace amounts appearing on all documents to the General Journal. 

c) Determine the equality of debits and credits for each journal entry. 

(1) If the General Journal is a multi-column arrangement, foot all 

columns, and crossfoot for equality of debits and iredits. 

d) Prove the posting accuracy of all general journal entries by tracing to 
the ledger accounts involved. 

A discussion of the preceding program applicable to the examination of 
the General Journal is now presented. 

a) Obtain Access to All Documents Supporting and Authorizing En¬ 
tries. Entries in the General Journal may be unsupported; supported by 
independent vouchers, minutes books actions, letters from collection agen¬ 
cies and lawyers, contractual agreements, requests from company officials, 
etc.; or supported by journal vouchers, separately prepared and approved 
for each journal entry. Good accounting practice dictates written authority 
for and proper approval of each general journal entry, accompanied by a 
full explanation attached to the entry. 

When journal vouchers are used, (a) a formal journal entry also may be 
prepared, or (b) the journal vouchers may serve as the journal. In the latter 
case, posting may be directly from the journal voucher, or the journal 
vouchers may be summarized and posted at the end of each month. 

b) Trace Amounts Appearing on All Documents. The auditor should 
take all documents—formal authorizations appearing in the form of ac¬ 
tions by the board of directors, written informal authority, letters from 
collection agencies and lawyers, contractual agreements, etc.—and trace the 
items and amounts to the entries in the General Journal in order to ascertain 
that each entry conforms to the underlying authorization and approval. 
A well-trained public accountant may detect irregularities by studiously 
reading all general journal entries, based upon the authority for the entries. 
Errors of principle frequently appear in the General Journal. 

As each document is examined and its accounting contents traced to the 
General Journal, the auditor must place his code legend on the document 
so that it cannot be used again. A check mark also must be placed opposite 
the corresponding journal entry. 

c) Determine the Equality of Debits and Credits. Entries in the Gen- 
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eral Journal and on all journal vouchers should be examined for correct 
elements of debits and credits and for equality of debits and credits. When 
compound general journal entries appear, each entry should be footed for 
equality. In addition, when a simple journal entry appears, and when ex¬ 
planations accompanying the entry detail several items making up the 
simple entry, the detail of the several items should be footed. A situation 
such as the following may be detected: 


Accrued Interest Receivable .1,000 

Interest Income . 1,000 

Interest accrued on the following bonds: 

U.S. Treasury.I 250 

Overland Railroad . 100 

ABC Corporation . 400 

Z Company . 350 

$ 1,000 


A proof of the footing will result in $1,100; the error might be in¬ 
advertent, or it might be the attempt to steal $ 1 00 when the interest is 
received later in cash. 

The auditor must watch for and carefully investigate all general journal 
entries which reduce asset account balances. 

ILLUSTRATION. A cheque is received from a customer for the full 
amount of his account; the bookkeeper deposits the cheque in the bank 
but abstracts currency from the bunk deposit; he then prepares a 
general journal entry charging Sales Returns for the amount of the 
embezzlement. A careful examination of the debit and the authority 
for it will disclose the fraud. 

d) Prove the Posting Accuracy of All General Journal Entries. Proof 
of posting accuracy should be ascertained for all general journal—or 
journal voucher—entries. The General Journal is commonly used for open¬ 
ing entries, adjusting entries, closing entries, correcting entries, and non- 
repetitive entries for which space is not provided in other records of original 
on try. 

Audit of the Cash Receipts Journal. The audit program for the 
mechanical examination of the Cash Receipts Journal is as follows: 

1. In a detailed audit; 

a) Prove the accuracy of all footings and crossfootings. 

b) Prove the accuracy of all postings to the General Ledger and the 
subsidiary ledgers. 

c) Vouch all receipts to the Cash Receipts Journal. 

2. In the general audit; 

a) Prove the accuracy of footings for three non-consecutive months of 
the period, including the last; and vary the other two months each 
year. 

b) Prove the accuracy of crossfootings, following 2(a) , above. Some ac¬ 
countants foot only the "key” columns—for example, Cash debits in 
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the Cash Receipts Book, voucher credits in the Voucher Register— 
and then crossfoot totals. 

c) Prove the accuracy of postings, following 2(a) , above. 

d) Vouch cash receipts 10 uhe Cash Receipts Journal: 

(1) For three non-consecutive months of .he period, including the 
last, and vary the other two months each year, or 

(2) For the last month of the period, and a stratified random sample, 
which, when added to the examination of the last month, will 
equal approximately a 25 per cent test, or 

(3) On the basis of a stratified random sample of about 25 per cent 
of the items. 

A discussion of the preceding program applicable to the mechanical 
phases of the examination of rhe Cash Receipts Journal is now presented. 

Vouching of Cash Receipts. In vouching cash receipts, the problem of 
the auditor is to ascertain not only that all cash receipts have been ac¬ 
counted for but that all cash that has been received has been recorded. 
Cash receipts arise mainly from cash sales and from the collection of cur¬ 
rency and cheques from accounts and notes receivable. In vouching cash 
receipts, the auditor should obtain the daily remittance lists prepared by the 
person who opens the mail (see Chap. 4, "Internal Accounting Control 
and Fraud”); and he should obtain the cash register tapes and duplicate 
sales invoices for the period under audit. 

The cash receipts shown by the remittance lists and the register-tape 
totals should be traced to the Cash Receipts Journal. Next, the auditor 
should trace the same receipts to the duplicate bank deposit tickets and to 
the bank statement; totals of duplicate deposit tickets may be compared 
with total bank deposits. The cash and cheques received should be listed 
and deposited in the composition in which they arc received. If customers 
send remittance advices with their cheques, additional evidence of cash 
receipts is available—if the remittance advice is at hand—and independent 
vouchers may thus be used for proving the accuracy of postings to sub¬ 
sidiary ledger accounts. 

Footings and Postings. The amount of the proof of accuracy of footings 
and postings of cash receipts in a test examination—2 ( a—d ), above—should 
correspond approximately with the test of the vouching of the cash re¬ 
ceipts to the Cash Receipts Journal. Therefore, in 2(d)(2) or (3), 
wherein a stratified random sample is selected for the test, the pattern for 
the test of the vouching of cash receipts will be on a "systematic-unsys¬ 
tematic” basis. That is, if four non-consecutive months are chosen for 
proof of accuracy of footings and postings, a part of the stratified random 
sample for verifying cash receipts may fall within those four months, and a 
part may fall outside those four months. 

ILLUSTRATION. In vouching, the accountant might proceed as follows: 

1. Vouch all cash receipts for two months—assume June and December 



158 • AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 6 

—whose footing and posting accuracy has been proved as a part of 
the four non-consecutive months* proof. 

2. Vouch cash receipts for the other ten months as follows: 


Customers Whose 

Vouch 

Names 

for 

Begin with: 

Months of: 

A . 


E . 

.February and August 

j. 

.March and September 

O . 

.April and October 

S . 



or the vouching may be as follows: 

All Cash 

Receipts Pages Test: 

Ending in: 

Digit 2.Items 1-10 

Digit 4.Items 11-20 

Digit 7.Items 31—40 

Digit 9.Items 21-30 

Audit of the Cash Disbursements Journal. The audit program for the 
mechanical examination of the cash disbursements records is dependent 
upon the system of operation in effect. Cash disbursements will be ex¬ 
amined: 

1. When a petty cash fund exists. 

2. When a voucher system is in use. 

3- When a voucher system is not in use. 

In the mechanical examination of cash disbursements when a Voucher 
Register or Invoice Record is used to record the original liability, the Cash 
Disbursements Journal probably will be merely a cheque register. The 
procedure for examination of the vouchers in support of the expenditures 
will follow that of the section entitled "Voucher Examination" (p. 152). 
If a voucher register system is not used, the Cash Disbursements Journal 
may carry the distribution of the expenditures for expenses, inventories, and 
other assets purchased; in this situation the mechanical procedure will fol¬ 
low that outlined for the examination of vouchers, synchronized with the 
examination of the actual cash disbursements. 

The audit program for the examination of the cash disbursements records 
is as follows: 

Petty Cash Disbursements (Assuming the Use of Petty Cash 
Vouchers and no Petty Cash Journal) 

1. In a detailed audit: 

a) Prove the accuracy of extensions on the petty cash vouchers. 

b) Prove the accuracy of the footings on the petty cash vouchers. 

c) Obtain proof of authority to spend, as shown by underlying receipts, 
authorizations, signatures, etc. 

at) Examine each voucher for date. 
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e) Summarize the petty cash vouchers—by each reimbursement—and trace 
to the Voucher Register or the Cash Disbursements Journal, whichever 
is used. 

/) Verify the distribution of the petty cash disbursements to the proper 
expense or asset accounts. 

2. In the general audit: 

a) Select 10 per cent of the summary reimbursement vouchers, and pro¬ 
ceed for the 10 per cent as in (1), above. 

Cash Disbursements when a Voucher System Is Used 

1. In a detailed audit: 

a) Prove the accuracy of all footings in the Voucher Register and in the 
Cheque Register. 

b) Prove the accuracy of all crossfootings in the Voucher Register and in 
the Cheque Register. 

c) Prove the accuracy of all postings to the General Ledger and the sub¬ 
sidiary ledgers, both for debits and for credits to payables. 

d) Vouch all vouchers, related invoices, etc., to entries in the Voucher 
Register. 

e) Verify distributions in the Voucher Register. 

/) Watch for incorrect distributions between capital and revenue ex¬ 
penditures. 

g) Compare cheques to the Cheque Register and tick off in the Voucher 
Register. 

2. In the general audit: 

a) Prove the accuracy nf footings in the Voucher Register and in the 
Cheque Register for three non-consecutive months of the period, in¬ 
cluding the last; and vary the other two months each year. 

b) Prove the accuracy of crossfootings, following 2(d), above. 

c) Vouch the vouchers, relared invoices, etc., to entries in the Voucher 
Register: 

(1) For three non-consecutive months of the period, including the 
last, and vary the other two months each year, or 

(2) For the last month of the period, and a stratified random sample, 
which, when added to the examination of the last month, will 
equal approximately a 25 per cent test, or 

(3) On the basis of a stratified random sample of about 25 per cent 
of the items. 

d) Prove the accuracy of postings to the General Ledger and subsidiary 
ledgers, following 2(a), above. If subsidiary ledger balances agree with 
control account balances, the tests of subsidiary postings may be limited. 

e) Prove the accuracy of distributions to the proper accounts, following 
2(a) or 2 (c) , above. 

/) Watch for incorrect distributions to capital and revenue expenditures. 
g) Compare paid cheques to the Cheque Register and tick off in the 
Voucher Register: 

(1) For the three non-consecutive months selected as in 2(a) , above, 
or 

(2) For the stratified random sample as in 2(c), above. 
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Cash Disbursements when a Voucher System Is Not in Use 

1. In a detailed audit; 

a) Prove the accuracy of all footings in the Cash Disbursements Journal. 

b) Prove the accuracy of all crossfootings in the Cash Disbursements Jour¬ 
nal. 

c ) Prove the accuracy of all postings from the Cash Disbursements Jour¬ 
nal to the General Ledger and the subsidiary ledgers both for debits and 
for credits to payables. 

d) Vouch all invoices, etc., to entries in the Cash Disbursements Journal. 

e) Verify distributions in the Cash Disbursements Journal. 

/) Compare paid cheques to the Cash Disbursements Journal and tick off. 

2. In the general audit: 

a) Prove the accuracy of footings in the Cash Disbursements Journal for 
three non-consecutive months of the period, including the last; and 
vary the other two months each year. 

b) Prove the accuracy of crossfootings, following 2(a) , above. 

c) Vouch the invoices, etc., to entries in the Cash Disbursements Journal: 

(1) For three non-consecutive months of the period, including the 
last, and vary the other two months each year, or 

(2) For the last month of the period, and a stratified random sample, 
which, when added to the examination of the last month, will 
equal approximately a 25 per cent test, or 

(3) On the basis of a stratified random sample of about 25 per cent 
of the items. 

d) Prove the accuracy of postings to the General Ledger and subsidiary 
ledgers, following 2(a), above. 

e) Prove the accuracy of distributions to the proper accounts, following 
2(a) or 2 (c), above. 

/) Watch for incorrect distributions to capital and revenue expenditures. 

g) Compare paid cheques to the Cash Disbursements Journal and tick off: 

(1) For the three non-consecutive months selected in 2(a) , above, or 

(2) For the stratified random sample as in 2 (c), above. 

A discussion of the auditing procedure for cash disbursements is now 
presented. It is re-emphasized that this discussion treats only of the mechani¬ 
cal features of original record examination. 

Petty Cash Disbursements. Petty cash funds should be operated under 
the imprest system, with the preparation of a petty cash voucher for each 
petty cash disbursement. The petty cash voucher should be dated in ink, 
contain an explanation of the expenditure, show the account to be charged 
at the date of fund reimbursement, show the amount of the expenditure, be 
properly approved, and be signed by the person receiving the money and 
the person disbursing the money. It is not always possible to support petty 
cash vouchers with original invoices, but this should be done whenever 
expedient. 

The audit program should then be followed, as set forth on page 158. 
The auditor should attempt to determine whether the petty cash fund is used 
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as a temporary borrowing medium by employees; if such a condition exists, 
the attention of the client should be directed to this state of affairs. The 
auditor must watch petty cash disbursements carefully, because they are 
often the source of petty but frequent thefts or of unauthorized private 
financing. One method of revealing these undesirable operations is for the 
auditor to recheck the petty cash in a surprise visit or to watch the amount of 
the reimbursement cheques and, if they arc regularly of an amount con¬ 
siderably below the amount of the fund, to investigate. 

Paid Cheque Examination. In examining cleared cheques in connection 
with cash disbursements, the following points must be taken into considera¬ 
tion. These points are discussed in detail in Chapter 7. 

1. Examine paid cheques which were outstanding at the beginning of the 
period. 

2. Obtain all paid cheques, arranged in proper order. 

3. Account for all cheques. 

4. Bank perforation dates must be watched »n order to avoid resubmission 
of the cheques. 

5. The dare of the cheque must agree with the Cheque Register date. 

6. The name of the payee must agree with the name in the Cheque Register 
and in the Voucher Register. 

7. The amount of the cheque must agree with the amount in the Cheque 
Register and on the bank statement. 

8. Cheques must be signed by properly authorized persons. 

9. Endorsements must be proper. 

10. Outstanding cheques must be listed, since the end of the accounting 
period is a timely moment to attempt to cover fraud. 

11. Outstanding cheques must be of the proper total for the bank reconcilia¬ 
tion. 

12. All cheques made payable to the order of "Cash” must be thoroughly in¬ 
vestigated. 

As the cheques are investigated, each cheque is ticked by the auditor; and 
each entry in the Cheque Register is ticked. Then all unmarked entries in 
the Cheque Register constitute the items to be used in the bank reconciliation, 
and the total of these must agree witji the sum of the cheque stubs for un- 
returned cheques. 

In all cheque examinations, if there is a lack of supporting vouchers or 
invoices, the auditor cannot be assured that the expenditure was proper and 
legitimately incurred for the business. Busy executives frequently sign 
cheques as a routine matter and are not always sufficiently interested in the 
purpose for which a cheque is being written. 

Payroll cheques must be examined for the name of the employee, the 
date, and the amount. Because of the ease with which payroll cheques are 
cashed, more than one endorsement is common. Payroll cheques are not 
original vouchers but are similar to petty cash receipts; they support dis¬ 
bursements based upon payroll journals, earnings records, time cards, etc. 
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If a revolving payroll fund is used, the procedure for vouching is precisely 
the same as that followed for petty cash, with the payroll cheques taking 
the place of the petty cash slips. 

Technical Points in the Examination of Vouchers and Invoices. In the 
examination of vouchers when a Voucher Register system is in operation, 
the technical procedures listed below should be followed: 

1. Compare the name and amount of each voucher with the corresponding 

name and amount appearing in the Voucher Register. 

2. In respect to each voucher, examine the following: 

a) Date of invoice. 

b) Evidence of proof of computations, correct price, and receipt of goods 
or services. 

c) Approval for payment. 

3. Check voucher distributions. 

4. Check individual bills against the summary in case two or more bills are 

included in one voucher. 

5. Investigate "duplicate” vouchers. 

In the vouching of cash disbursements when there is no voucher system 
in operation, the auditor must examine invoices particularly. This is neces¬ 
sary because invoices may not be recorded in one organized place; and, as a 
result, there may be a less rigid control over payables. Of course, a paid 
cheque, properly endorsed, constitutes the best receipt of payment which 
can be obtained. However, the technical procedures listed below for invoices 
should be followed: 

1. Compare the name and amount of each invoice with the corresponding 

name and amount appearing in the Cash Disbursements Journal. 

2. In respect to each invoice, examine the following: 

a) Date of invoice, to avoid duplicate presentation. 

b) Correctness of quantity, unit prices, and extensions. 

c) Approval for payment. 

d) Name—ascertain that invoice is in name of client. 

e) Billhead—ascertain that the invoice is on the regular billhead used by 
the supplier. 

3. Check the distribution of the invoices to the proper ledger accounts. 

4. Ascertain that returns and allowances are charged to proper accounts. 

5. Investigate "duplicate” invoices. 

6. Determine the receipt of goods or services. 

Audit of the Sales Journal. The audit program for the mechanical ex¬ 
amination of the Sales Journal is as follows: 

1. In a detailed audit: 

a) Prove the accuracy of all footings in the Sales Journal. 

b) Prove the accuracy of all crossfootings in the Sales Journal. 

v) Prove the accuracy of all postings to the General Ledger and the sub¬ 
sidiary ledgers. 
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d) Compare duplicate copies of sales invoices with the sales journal entry; 
all invoices musr be recorded. 

e) Compare sales journal entries with shipping records and order files. 

/) Prove the accuracy of distribution to departments, products, etc. 

2. In the general audit: 

a) Prove the accuracy of footings in the Sales Journal for three non- 
consecutive months of the period, including the last; and vary the other 
two months each year. 

b) Prove the accuracy of crossfootings, following 2(a), above. . 

c) Prove the accuracy of postings, following 2(a ), above. 

d) Compare duplicate copies of the sales invoices with the entries in the 
Sales Journal: 

(1) For three non-consccutive months of the period, including the 
last, and vary the other two months each year, or 

(2) For the last month of the period, and a stratified random sample, 
which, when added to the examination of the last month, will 
equal approximately a 25 per cent test, or 

(3) On the basis of a stratified random sample of about 25 per cent 
of the total invoices. 

e) Compare sales journal entries with the shipping records and order files 
in accordance with the test of 2(d). 

f) Prove the accuracy of distributions to departments, products, etc., in 
accordance with the test of 2 (d ). 

Vouching of Sales. The major problem in connection with the examina¬ 
tion of the Sales Journal, both for cash sales and for credit sales, is to be 
certain that all revenues have been received by the business. If sales are made 
on the basis of orders received, shipping records usually are available, so 
that the auditor may compare these records with entries in the sales journals. 
If sales slips or tickets are used, as in the case of department stores, these 
will be on hand. Other concerns do not always use sales slips but simply use 
cash registers; in such cases, register tapes showing daily totals are available 
for examination and comparison. 

During the course of the examination of the sales journals, the duplicate 
ropies of the sales invoices should be controlled; the duplicate copies should 
be sequentially numbered, and all numbers should be accounted for by the 
billing department; the duplicate copies should bear evidence of the date 
of shipment, evidence of price extensions, and evidence of ciedit approval. 

In connection with sales returns, the procedure of the client should be to 
the effect that duplicate credit memoranda are properly approved prior to 
entry to the credit of customers’ accounts receivable. The credit memoranda 
should be examined in the same manner as duplicate sales invoices, but with 
reverse effect. 

In vouching sales and sales returns, the auditor must ascertain that: 

1. Sales made at the end of the period are not included in inventory. This is 

determined by an examination of shipping records. 

2. Sales returns and allowances are properly recorded. 
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3. Sales returns credit memoranda are properly approved. 

4. Sales record entries are supported by customers' orders, cash register tapes, 
duplicate sales slips, or duplicate copies of recorded invoices. 

5. Customers are genuine, in order to avoid inventory misappropriation. 

6. The money from all sales is recorded as received. 

7. The sales records are promptly closed at the end of the period. 

8. All orders received are filled; if they are not, income is being lost. 

9. The customers are charged with transportation costs when shipment is 
made under such an agreement. 

10. Sales invoices are properly controlled and sequentially numbered. 
Proper Closing Time 

In examining the records of original entry, the auditor must be certain (a) 
that all entries for the period under examination are recorded and (b) that 
entries applicable to the subsequent period are not recorded in the period un¬ 
der examination. Therefore, the proper stopping points—or "cutoffs”—for 
entries in each record of original entry are as presented below. 

General Journal. The proper cutoff is for the last authorized entry be¬ 
fore closing. The auditor should examine minutes books for the authoriza¬ 
tion of transactions resulting in accounting entries near the end of the period 
to determine if entries have been made in accordance with the authoriza¬ 
tions; also, he must examine general journal entries made early in the 
subsequent period to determine if they are applicable to that period. 

Cash Receipts Records. The cutoff tor cash receipts should be at the 
cash actually received on the last day of the period. The auditor must com¬ 
pare cash receipt entries for the last few days of the period under examina¬ 
tion and the first few days of the subsequent period to determine if the cutoff 
was made at the proper time. Cash receipt entries mtist be compared with 
the bank statement to determine that cash deposited early in the new period 
was not entered as a cash receipt of the period under review. Remittance 
lists must be compared with cash receipts entries, particularly as to dates, to 
ascertain that entries and deposits were not held over to the subsequent 

Cash Disbursements Records. The cutoff for cash disbursements should 
be at the point of the last cheque written and mailed in the period under 
review. The auditor must watch to ascertain that cheques were not pre¬ 
pared, entered, and held (not mailed) at the end of the period, in order to 
reduce payables by amounts not due until early in the subsequent period. 

Voucher Register Entries. The cutoff should be for all acquisitions 
through the last day of the period, on the basis of receiving records, invoices 
and their dates, passage of title, and inventory in transit. 

Sales and Sales Returns Records. The sales cutoff point should be for 
sales made through the last day of the period under examination. Normally, 
a sale is made when merchandise is shipped or services are rendered. There¬ 
fore, for several days prior to the close of the period under review and for 
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several days of the subsequent period, sales invoice dates should be com¬ 
pared with shipping records, bills of lading, and credits to inventory ac¬ 
counts. 

Original Record Examination for Period between Balance Sheet 

and Closing of Audit 

It is entirely possible that events may occur after the balance sheet date 
and prior to the closing of the audit which have an effect on the fairness of 
the financial statements. As a result of this possibility the auditor must ex¬ 
amine certain transactions taking place in that interim. A few examples are 
presented here as an introduction to the problem. 

ILLUSTRATIONS. (a) Cash transactions subsequent to the balance 
sheet date must be examined and another bank reconciliation prepared 
to detect irregularities arising from cheques being deposited on the last 
day of the period and later returned marked "N.S.F.” The cheque may 
have been fictitious and deposited to cover a cash shorrage temporarily. 

( b) Cash deposit entries may be reversed early in the new period, in¬ 
dicating a padding of the cash position at the da‘~ of the balance sheet. 

( c ) Sales entries may be excessive early in the new period, indicating 
that sales of the final month were held over, (d) Minutes books must 
be examined to ascertain if actions taken by the board of directors in 
the new period have an effect on the financial statements for the 
period under review. ( e) The General Journal may show large charges 
to uncollectible accounts or to the Sales Allowances account early in 
the new period, which entries should have been made applicable to the 
period under examination. (/) A fire or other casualty may have oc¬ 
curred which will have a serious effect on earnings or capital assets. Such 
a situation should be mentioned in the audit report or in financial state¬ 
ment footnotes. 

Analysis of an Account 

As illustrated in Chapter 5, the auditor analyzes certain accounts and 
traces the entries appearing in the accounts back to the books of original 
entry. The purpose of analyzing an account is to prove the correctness and 
propriety of the entries made in the account during the year under audit and 
to determine the correctness of the balance of the account for presentation in 
the financial statements. 

In a chronological analysis of an account, the details of the charges and 
credits are transcribed from the ledger to the working papers with all de¬ 
tailed explanations; and the account entries are vouched to the books of 
original entry. The books of original entry already have had their accuracy 
proved from the point of view of mechanical verification. If errors are dis¬ 
covered in the account being analyzed, the analysis proceeds as if no errors 
were made; and the auditor works toward the final balance shown by the 
accounts of the client. Then the auditor adjusts the ledger balance as shown 
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on his working sheet to conform to correct conditions by listing all errors in 
an appropriate space on the schedule and preparing the adjusting entries 
one entry for total errors of the same type. 

When corrections of accounts are given to the client, and in the rare in¬ 
stance when the client has closed his accounts—even though he is usually 
requested by the auditor not to close them—the corrections are necessarily 
made after the end of the fiscal period. Such an infrequent situation could 
mean that the client’s ledger account balances are out of agreement with 
the adjusted amounts of the auditor on a subsequent audit and that the ac- 


Illustration 17 


ADVERTISING EXPENSE 


Date 

Reference 

Debit 

Credit 

Balance 

1951 






Jan. 

30 

VR 8 

2,000 


2,000 

Feb. 

28 

VR 16 

3,500 


5,500 

Mar. 

31 

VR 24 

2,200 


7,700 

April 

9 

CR 44 


$150 

7,550 


30 

VR 32 

1,B00 


9,350 

May 

31 

VR 40 

2,150 


11,500 

June 

10 

CR 66 


200 

11,300 


30 

VR4B 

2,100 


13,400 

July 

31 

VR 56 

1,900 


15,300 

Aug. 

31 

VR 64 

1,400 


16,700 

Sept. 

30 

VR 72 

1,200 


17,900 

Oct. 

31 

VR 80 

2,h00 


20,300 

Nov. 

15 

CR BB 


240 

20,060 


30 

VR BB 

4,440 


24,500 

Dec. 

31 

VR 96 

2,000 


26,500 


counts and the prior year’s audit report muse be reconciled. This is ac¬ 
complished by picking up the client’s figures in his analyses and entering 
his own adjustments, thereby reconciling his beginning balance of the 
second year with the adjusted balance at the end of the first year. If the 
client has not closed his accounts—and that is the usual situation—and has 
entered the auditors adjustments prior to closing, the book balances will 
automatically agree with those of the auditor; proof of this is afforded by 
taking a trial balance at the beginning of the current audit period and com¬ 
paring it with the audit working papers of the prior period. 

Account analyses are presented in Illustrations 17 and 18. Additional 
account analyses are shown in the Illustrative Audit. 

Standards No. 10 and No. 11 

From the preceding discussion, Standards No. 10 and No. 11 may be 
presented, as follows: 

No. 10. "Appropriate tests and auditing procedures must be applied to 
the transactions to assure their genuineness—evidenced by legal and com- 
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Illustration 18 

METAL CORPORATION 

Analysis of Advertising Expense (Acct. No 347) 
December 31, 1951 




Win- 



Radio 



Explanation 

Sam- 

dow 

Direct 

News- 

and 

Maga¬ 

zine 

Total 

pies 

Dis- 

Mail 

paper 

T c l e - 



plays 


vision 



Debits 1951 








January 31 


$ 100 


$ 1,000 

$ 400 

$ 500 

$ 2,000 

February 2B 

$1,100 


$ 600 

BOO 

400 

600 

3,500 

March 31 


300 


1,300 

200 

400 

2,200 

April 30 



300 

900 

200 

400 

1,B00 

May 31 

B50 

100 

200 

1,000 



2,150 

June 30 


400 

200 

500 

600 

400 

2,100 

July 31 


400 

400 

BOO 

300 


1,900 

August 31 

100 


200 

700 

300 

100 

1 400 

September 30 




1,200 



1,200 

October 31 

200 

100 

300 

1,200 

600 


2,400 

November 30 

440 


300 

( 500 
11,700 

900 

600 

(Error d£$500; 
4,440 see AJE 24) 

December 31 




1,500 

500 


2,000 

Totals 

$2,690 

$1,400 

$2,500 

$13,100 

$4,400 

$3 000 

$27 090 

Credits 1951 








April B 





$ 150 


$ 150 

June 10 



$ 200 




200 

November 15 






$ 240 

240 




$ 200 


$ 150 

$ 240 

$ 590 

Net 

$2,690 

$1,400 

$2^300 

$13,100 

$4,250 

$2,760 

$26,500 

Deduct AJE 24 




500 



500 


$2,690 

$1,400 

$2,300 

$12,600 

$4,250 

$2,760 

$26,000 


. 

1 


1 



AJE 24 (36) 

General Office Expense 500 

Advertising Expense 500 

Telephone and telegraph expense for 
November, 1951, charged to Adver¬ 
tising in ermr 

Examined all in\oices for newspaper and magazine advertising. 

Verified magazine space with magazine contracts, in full 

Tested 20 per cent of sample cost, window display, direct mail, radio, and television. 

pany authority—and to remove from the financial statements the possi¬ 
bilities of doubt concerning error and fraud.” 

No. 11. "Sufficient competent evidential matter is to be obtained through 
verification, observation, inquiries, and computations to afford a reasonable 
basis for an opinion regarding the financial statements under examination.” 

Record of Audit Detail 

Illustration 19 is a suggested record of the detail of audit work, used in 
conjunction with the audit programs for the examination of the original 



Illustration 19 


NAME OF COMPANY 
Record of Audit Detail 
Date 


Operation 

Daces of Operation 
October 27, 2B, 29, 1950 

Dates of Operation 
January 14, 15, 16, 17, 1951 

Period or 

Item Verified 

Men 

Period or 
Item Verified 

Men 

Footings 

Cash Receipts 

Jan July, Sept 

L M , H R 

Dec 

MB 

Cash Disbursements 

Jan July, Sept 

L M , H R 

Dec 

M B 

Voucher Register 

Jan , July, Sept 

HR 

Dec 

M B 

Sales Summaries 

Jan July, Sept 

LM 

Dec 

LM 

Credit Memo Summaries 

Jan July, Si.pt 

LM 

Dec 

LM 

Private Payroll 

Jan .Sept 

HR 

Dec 

LM 

Postings 

Cash Receipts to General 
Ledger 

9 months 

MB ,HR 

3 months 

L M , H R 

Cash Disbursements tD 
General Ledger 

9 monrhs 

MB.HR 

3 months 

LM,HR 

General Journal to General 
Ledger 

9 months 

MB.HR 

3 months 

LM.HR 

Voucher Register to Gen 
eral Ledger 

9 months 

MB ,HR 

3 months 

LM,HR 

Sales Summaries to Gen¬ 
eral Ledger 

9 months 

M B , H R 

3 months 

LM.HR 

Vouchers 

Paid Cheques to Cash Dis 
bursements, First Na 
tional 

Jan July, Sept 

LM ,HR 

Dec 

LM HR 

Paid Cheques to Private 
Payroll, Second Na 
tional 

Jan July, Si.pi 

LM.HR 

Oct , Dec 

LM.HR 

Duplicate Deposit Slips to 
Cash Disbursements and 
Bank Statement 

Jan July, Sept 

L M , H R 

Dec 

LM.HR 

Private Payroll to General 
Ledger Payroll Debit 

9 months 

LM ,HR 

3 months 

LM.HR 

Petty Cash Vouchers to 
Summary Reimburse 
merits 

3 months 

JK 

3 months 

J K 

Creditors Invoices to 
Voucher Register 

A, B, C, D, K 

JH LM 

A, B, C, D, K 

JK.LM 

Sales Invoices tD Sales 
Summaries—Monthly 

Jan , Sept 

HR.JK 

Dec 

JK , LM 

Credit Memos to Sales Re 
turn Summaries 

Jan , Sept 

HR ,JK 

Dec 

JK.LM 

Minutes Book 

B months 

SN 

4 months 

SN 
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records; it serves as a convenient and organized reminder for the verification 
of footings, postings, and voucher examination. 

QUESTIONS AND PROBLEMS 

1. In an examination of the articles of incorporation and the amendments 
thereto, what significant provisions should be noted by the auditor? 

2. In a first audit, why is the auditor interested in the code of regulations? 

3. As auditor, what information would you expect to transcribe from the 
minutes of meetings of the board of directors? 

4. In the first audit of a partnership, why should the articles of copartnership 
be examined? 

5. Assume that you were auditing the records of the Fitzpatrick Company for 
the first time. How could you assure yourself that there were no liens upon 
the assets other than those disclosed by statements from officers and em¬ 
ployees and those disclosed by the examination of the accounts? 

6. During the course of the examinaiion of the original financial records, the 
client requested that you furnish him with information as to the proper time 
to recognize income in each of the following instances: 

a) C.O.D. sales 

b) Installment sales 

c) Sales for future delivery 

d) Merchandise shipped on consignment 
c ) By-product sales 

f) Scrap sales 

g) Profit on incomplete construction contracts 

h ) Subscriptions to publications 

7. What are the determining factors in deciding upon the amount of detailed 
work in each audit? 

S. In performing the mechanical examination of the original records, what rec¬ 
ords are of primary importance? 

9. Why is it necessary to prove the accuracy of the footings of the sales jour¬ 
nals, cash journals, and purchase journals, and to prove the accuracy of the 
postings to the general ledger accounts involved? What irregularities may 
be detected through this procedure? 

10. Outline a plan that might be followed for the verification of postings. 

11. Of what six points must an auditor be certain in verifying the accuracy of 
postings? 

12. What are the purposes of examining business vouchers? 

13. If a transaction can be traced through all of its phases, starting with the 
original voucher evidences, is it necessarily correct? Present reasons for 
your answer. 

14. What are the points of importance in auditing the entries in the General 
Journal? 
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15. What are the points of importance in the verification of cash receipts? 

16. The Cash Receipts Register of a company contains amount columns headed 
as follows: Cash, Dr.; Sales Discount, Dr.; Accounts Receivable, Cr.; Mis¬ 
cellaneous, Dr.; and Miscellaneous, Cr. 

In a balance sheet audit and in a detailed audit, respectively, explain the 
nature and extent of your examination with respect to amounts in the Sales 
Discount, Dr. column, with reasons for your procedure, 

17. Describe a method of verifying petty cash disbursements. 

18. What are the points of importance in verifying cash disbursements? 

19. What are the points of importance in verifying entries in the sales journals? 

20. Your client keeps his accounts on the accrual basis and maintains an Invoice 
Register in which invoices are entered when they become liabilities. What 
procedure would you follow in examining this register and the supporting 
records for a selected month? 

21. List the points in which the auditor should be particularly interested when 
he examines paid cheques. 

22. If a voucher system is not in operation, what points of importance must the 
auditor cover when auditing the Cash Disbursements Journal? 

23. State what you would accept as satisfactory documentary evidence, such as 
sales invoices, vendors’ invoices, or other original records, in support of 
entries in each of the following: 

a) Sales Register 

b) Sales Returns Register 

c) Voucher Register or Invoice Register 

d) Payroll Journal 

e) Cheque Register 

24. What purposes are served by analyzing selected accounts? 

25. During the examination of a Voucher Register used to record invoices from 
all creditors, you could not locate twenty vouchers in support of entries and 
cheque payments. In such a situation, what procedure would you follow? 

26. A client insisted that you refrain from stamping or marking in any manner 
the business vouchers you had examined and traced into the original rec¬ 
ords. What suggestions have you to offer for the elimination of all pos¬ 
sibilities for duplicate presentation of these documents? 

27. During the course of an audit, it was decided to verify, in detail, all trans¬ 
actions in the original records for the month of December. If all transac¬ 
tions for December were in proper order, would you extend the examination 
into any other months for any of the journals? 

2B. a) Is an auditor interested in verifying transactions occurring between the 
balance sheet date and the close of his examination? 
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b) If so, give certain specific examples of auditing steps which may be 
taken and the reasons for them. 

c) State the effect that matters disclosed by this additional auditing might 
have on the financial scatements submitted. 

29- In. connection with the audit of a mercantile or manufacturing company, the 
auditor was required to prepare a list indicating those phases of the business 
and its operations (a) upon which he is qualified to express an adequate 
opinion and ( b) upon which he is not qualified to express an adequate 
opinion. 

30. You were instructed to audit the Cheque Record for the fiscal period. A 
voucher system was in operation, and all cheques were sequentially num¬ 
bered. State exactly your audit procedure, and present reasons for each step. 

31. An auditor did not qualify the opinion section of his report—stating that in 
his opinion the balance sheet and related sratement of income fairly pre¬ 
sented the financial position and the results of operations. Dur ; ng the course 
of the audit, he did not verify all of the transactions for the period under 
review. Is there any justification for the unqualified opinion in the report? 

32. A Sales Journal contained one column for details of sales and one column 
for weekly summaries of sales. The junior accountar/ footed the weekly sum¬ 
maries and assumed that all sales entry procedure was proper. Was the cor¬ 
rect procedure followed by the junior accountant.' 

33. Describe a sales cutoff, and indicate the auditing steps you would follow in 
making a sales cutoff. 

34. During the course of an examination of sales, the cash register tape for one 
day was $1,001. The cash deposit for the same day was $1,000. Prepare the 
journal entry to record the sales for that day. 

35. A bank balance at the beginning of the period was $10,000. Audited cash 
receipts for the period amounted to $ 26,000 and were so recorded; however, 
only $24,000 was deposited in the bank, and no cash was on hand or in 
transit. Audited cash disbursements for the period were $21,000. According 
to the cashier, the bank balance at the end of the period was $15,000; the 
bank statement at the end of the period was $18,000. Also, according to the 
cashier, the outstanding cheques at the end of the period were $5,000. Ob¬ 
viously, the cashier failed to deposit $2,000. How did he attempt to cover 
his fraud? 

36. From the transcription of the Insurance account presented below and the 
footnote covering the unrecorded liability, prepare the following: 

a) A columnar analysis showing proper distribution of debits and credits; 
prepare therefrom 

b) The entries that will adjust surplus, profit and loss, and the December 31, 
1951, balance sheet accounts involved. 

37. During the course of the examination of the records of the Moran Realty 
Company, the conditions set forth in the problem were discovered. From the 
information, prepare the following: 
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Dace 

Explanation 

Debi ts 

Credits 

1950 





July 

2 

Premium on fire insurance policy on building; period from 





August 1, 1950, to July 31, 1952 

2,400 


Aug. 

15 

Premium Dn fire insurance policy un merchandise; period 





from August 1, 1950, to July 31, 1951 

1,800 


Sept. 

1 

Premiums on employees’ fidelity bonds; period from 





August 1,1950, to July 31,1951 

3,000 


Oct. 

25 

Shortage of R. Jones, to be reimbursed by Fidelity Insur- 





ance Company 

900 


Dec. 

1 

Refund due tn reduction in rate Dn fire insurance on build- 





ing; period from December 1, 1950, tojuly 31,1952 


200 

Dec. 

31 

Closed to Profit and Loss 


7,900 




B,100 

8,100 

1951 





Feb. 

8 

Premium on liability insurance on trucks and salesmen's 





autos; period from August 1, 1950, to july 31,1951 

4,500 


Mar. 

31 

Fire insurance on new building during construction; 





period from March 31, 1951, tojuly 31, 1951 

7,500 


April 

5 

Additional premium on fire insurance Dn new building, 





due to increased valuation; period from April 15, 1951, 





tojuly 31,1951 

250 


April 

15 

Payment by Fidelity Insurance Company, reinibursemenc 





for R. J Lines loss, October 25,1950 


900 

July 

1 

Premium on fire insurance policy on building, August 1, 





1951, tojuly 31, 1952, covering new building and in¬ 





creased valuation on old building 

1,500 


Aug. 

] 

Premium on fire insurance policy on merchandise; period 





from August 1, 1951, tojuly 31, 1952 

1,400 


Aug. 

1 

Premium on employees’ fidelity bonds; period from 





August 1,1951, tojuly 31,1952 

3,000 


Dec. 

15 

Defalcation of P. Smith, tD be reimbursed by Fidelity In¬ 





surance Company in 1952 

2,000 


Dec. 

, 31 

Closed tD Profit and Loss 


19,250 




20,150 

20,150 







Noth Premium nil liability insurance on trucks and aulu , period from August 1, 1951, tn July 31. 
1952, a mo u tiling to $4,500, had nut been paid or recorded. 

(A.I.A., adapted) 


a) A balance sheet at December 31, 1951 

b) An income account for the year ended December 31, 1951 

c) An analysis of contracts receivable 

d) An analysis of mortgages receivable and accrued interest 

e) An analysis of the commissions 

/) The computation of the inventory cost of the unsold lots 
g ) An analysis of the Cash account 

On January 15, 1949, the Moran Realty Company acquired 200 acres of 
land at a cost of $180,000. The company proposed to subdivide the land into 
lots for use as business and residential sites, after having enhanced the value 
of the location by stimulating manufacturing development. For this purpose 
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the company donated 20 acres of land to several factories and agreed to pro¬ 
vide railroad sidings for them. As an initial inducement to settle the area, 
the company also donated 5 acres to individuals for use as business and 
residence sites. 

The remaining 175 acres had been improved a.id subdivided inro 1,500 
lots, all of which were advertised as available for sale as of October 1, 1950. 
Lot subdivisions set up for purposes of sale and the corresponding prices 
were as follows: 


Subdivision 

Number 
of Lois 

Sales Price 
per Lot 

A . 

600 

$400 

B. 

400 

300 

C. 

500 

250 


To finance the undertaking, the company supplied $H0,00U of its own 
cash (for which common stock at $100 par value had been issued), and on 
March 1, 1949, obtained an additional $300,000 through tlu issuance of 5 
per cent bonds, interest payable on March 1 and September 1. The bond 
agreement stipulated a payment of 40 per cent of tne principal on or before 
October 1, 1950, and the balance on or before M: rch 1, 1953. 

A summary of other transactions to December 31, 1951, follows: 


Cost of providing railroad sidings to factories 

Plots and surveying . 

Net cost of rree removal. 

Sidewalks, grading, sewers, landscaping .... 
Redemption of bonds: 


October 1, 1950 .$120,000 

September 1, 1951 . S O,000 


Legal and other professional fees in conneitinn with acquisition 

and development of property. 

Interest Dn bonds paid through September 1, 1951 . 

Sales commissions, 5 per cent, payable on passing of title .... 
Special assessments and municipal taxes ($14,700 incurred up 

to October 1, 1950) . 

General and administrative expenses . 


$ 12,800 
39,000 
4,500 
80,000 


200,000 

7,500 

22,00b 

15,660 

22,000 

17,400 


The foregoing items were paid in cash in the amounts indicated. 

Lots were sold under two plans: The first plan (referred to as the "con¬ 
tract plan”) required an initial payment of 20 per cent of the selling price 
and 4 equal quarterly payments, title passing to the purchaser on the final 
payment. The profit on such sales is recognized on the installment-collection 
method of accounting. Under the second plan (referred to as the "mortgage 
plan”), title to the lots passed at the time of sale, with the company re¬ 
ceiving 30 per cent of the selling price as a down payment and a purchase 
money mortgage for the balance maturing 2 years from the date of sale, in¬ 
terest at 6 per cent, payable semiannually. The profit on these sales is recog¬ 
nized when title passes. 

Lots were sold according to agreements dated October 1, 1950, and 
April 1, 1951, under the two plans, as follows: 
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Subdivision 

Total 

Number 

Sold 

Number Sold under 
Conrract Plan 

Number Sold under 
Mortgage Plan 

October 1 
1950 

April 1 
1951 

October 1 
1950 

April 1 
1951 

A. 

600 

100 

125 

250 

125 

B. 

340 

120 

B0 

B0 

60 

c. 

460 

_200 

40 

150 

70 

Total. 

_Moo 

420 

245 

’ 

4B0 

255 


Principal a'nd interest payment on sales were received regularly as they 
became due. It is believed unlikely that defaults, either as to principal or as 
to interest, will occur in the future. 

(A.I.A., adapted) 







* 

PETTY CASH 


As a note prefatory to the auditing procedures to be developed for cash, re¬ 
ceivables, inventories, investments, and prepaid expenses, reference is made 
at this point to Accounting Research Bulletin No. 30, issued by the Com¬ 
mittee on Accounting Procedure of the American Institute of Accountants. 
Based upon the reasoning in Bulletin No. 30, current assets are cash or 
other assets or resources commonly identified as thrse that are reasonably 
expected to be realized in cash or sold or consumed during the normal op¬ 
erating cycle of the business. Current assets include such resources as the 
following: 

1. Cash available for current operations and items that are the equivalent of 
cash (Chaps. 7-8). 

2. Trade notes and acceptances receivable, trade accounts receivable, install¬ 
ment notes and accounts receivable, receivables from officers and em¬ 
ployees (other than loans and advances), receivables from affiliated com¬ 
panies, and receivables from others if collectible in the ordinary course of 
business within a year (Chaps. 9-10). 

3. Merchandise or stock on hand, or inventories of raw materials, work in 
process, finished goods, operating supplies, and ordinary maintenance ma¬ 
terials and parts (Chaps. 11-12). 

4. Marketable securities representing the investment of cash available for 
current operations (Chap. 13). 

5. Prepaid expenses such as insurance, taxes, unused royalties, current paid 
advertising service not yet received, and other items which, if not paid in 
advance, would require the use of current assets during the operating cycle 
(Chap. 14). 

Importance of the Audit of Cash 

The audit of cash is of importance for several reasons, among which are 
the following: 

1. The majority of business transactions come to rest ultimately in the Cash 
account; although a transaction may have no immediate effect upon cash, 
all assets purchased and sold, all assets manufactured and transferred, and 
all expenses and liabilities incurred and liquidated will finally affect cash. 

175 
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2. Cash is a favorite source of fraudulent transactions. 

3. Accounts receivable credits commonly are posted from the cash receipts 
records; therefore, if Cash debits from customer collections are incorrect, 
one or more customers’ accounts are incorrect. 

4. Many general ledger entries have their origin in the cash records. 

5. Accounts payable debits commonly are posted from the original cash rec¬ 
ords. 

6. Errors in the cash accounts indicate that errors were made elsewhere or 
that embezzlement has been practiced. 

Because of their general importance, cash balances and cash transactions 
usually are verified early in the audit. Cash balances may be relatively large, 
or they may be small; and cash transactions may be few or voluminous, de¬ 
pending upon the conditions surrounding each business. Therefore, the ex¬ 
tent of the examination of cash transactions—as expressed in the original ac¬ 
counting records and underlying documents—must be decided by the audi¬ 
tor in accordance with the procedures set forth in Chapter 6, tempered by 
the nature of the audit, the system of internal accounting control in effect, 
and the requirements of the engagement. 

ILLUSTRATION. The auditor may decide to foot all cash receipts and 
disbursements journals, to trace all postings therefrom, to vouch all cash 
disbursements for the year (or to vouch them for selected months or 
on a random test basis), and to vouch all cash receipts (or to vouch 
them for selected months or at random). Regardless of the decision 
reached with respect to the proof of footing and posting accuracy and 
with respect to the vouching of transactions, certain procedures are re¬ 
quired in every audit so that the cash balance and its composition may 
be verified as of the audit date, and so that cash transactions may be 
verified in sufficient detail for the auditor’s rendition of a considered 
opinion. 

Cash assumes many forms, such as cash in the bank; cash on hand, which 
includes currency, coin, undeposited cheques, undeposited money orders, 
undeposited drafts, and undeposited matured bond coupons; petty cash funds; 
change funds; payroll funds; unclaimed wages, etc., in accordance with the 
peculiarities and requirements of each company. 

PETTY CA5H 

There are innumerable methods of operating a petty cash fund. The fol¬ 
lowing audit program for the examination of petty cash is based on the as¬ 
sumptions (a) that an imprest system is in operation, the total composition 
of which is equal to the general ledger account balance; ( b ) that petty cash 
vouchers or receipts are used; and ( c) that summaries of the vouchers are 
prepared at each reimbursement of the fund. 

Petty Cash Audit Program 

The following audit program may be expanded or contracted in accord¬ 
ance with the requirements of each engagement. 
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1. Simultaneously control all cash to be counted and all negotiable securities 
and notes. 

2. Count and list all items in the petty cash fund. 

3. Reconcile the petty cash fund with the general ledger Petty Cash account 
balance at the date of the balance sheet. 

4. Trace all cheques in the fund to subsequent deposit tickets and to the 
bank statement. 

5. Vouch the petty cash vouchers to the reimbursement voucher; inspect 
distributions, approvals, and original evidence. 

6. Verify footings and crossfootings of the reimbursement vouchers. 

7. Trace reimbursement vouchers to the Voucher Register, Expense Record, 
Cash Disbursements Record, or other medium. 

8. Obtain the signature of the petty cash custodian, acknowledging return 
of the cash, vouchers, and other fund items. 

9. Obtain written approval from a responsible official of all expense vouch¬ 
ers, I.O.U.’s, and employees’ cheques contained in the fund. 

10. Obtain from a responsible official acceptance of and written approval of 
any shortage in the fund. 

11. Obtain confirmation direct from salesmen and other company representa¬ 
tives of the amount of cash—from petty cash—held by them at the end 
of the fiscal period. 

12. If the examination takes place after the end of the fiscal period, reconcile 
the account back to the end of the fiscal period. 

The procedures to be followed are expanded in the following subsections. 

1. Simultaneously Control All Cash to Be Counted and All Negotiable 
Securities and Notes. The auditor should determine the amount and loca¬ 
tion of each fund, all undeposited cash, and all negotiable securities. The 
simultaneous control is necessary in order to prevent transfers from fund to 
fund, from cash to securities, or from securities to cash during the course of 
the examination of the cash. Therefore, seal all safes, cashboxes, securities 
files, etc., at one time. After counting the contents of each safe, cashbox, 
securities file, etc., each item may be released to the client. 

2. Count and List All Items in the Petty Cash Fund. If possible, in order 
to avoid confusion and to save time, count the cash, securities, and notes 
cither after the close of business hours or prior to opening for the day. The 
cash count should not be announced in advance, since a shortage might thus 
be temporarily covered. 

Salary advances, I.O.U.’s, and similar items are frequently found in petty 
cash; of course, they are not a part of petty cash but are accounts or notes 
receivable. 

The auditor must count the currency and coin and list according to 
denomination, quantity, and total of each denomination. It is not considered 
necessary to open rolled coin packages unless the auditor suspects that the 
packages are short or have been stuffed. 

Cheques in the fund must be examined and listed. The auditor should 
compare cheques in the fund with his working papers of the preceding 
period to ascertain if someone is permanently borrowing from the fund. 



Illustration 20 


Prepared by_ F H D 

Dale Jmnu^y 2, 19J2 

Renewed by MS 

Due Jtnmarj 2, 19)1 


TAIRV1EW COMPANY 
Petty Cash Working Sheet 
December 31, 1931 





Denomination Number 

Amount 

rency 



$20.00 

5 

$100.00 




10.00 

ID 

100.00 




5.00 

14 

70.00 




1.00 

32 

32.00 




0.50 

10 

5.00 




0.25 

25 

6.25 




0.10 

30 

3.00 




0.05 

50 

2.50 




0.01 

63 

0.63 

Date 


Maker 

Bank 

Amount 

ies: 






Dec. 

27, 

1951 

James Burns 

Western 

$ 100 .oof 

Dec. 

30, 

1951 

Gordon Otto 

Provident 

40.00/ 1 

Dbg . 

31, 

1951 

Harvey Seaman 

Norwood 

120.00/ 1 


Total cash and cash items 


260.00 

579.33 


Not approved 


Voucher 

No. 

Date 


Expense 

Distribution 

Amount 

B12 

Dbc 

23, 

1951 

Entertainment 

$ 62.460 

B13 

Dec 

27, 

1951 

Express 

IB.100 

B14 

Dbc, 

27, 

1951 

Travel 

8.120 

B15 

Dbc 

29, 

1951 

Postage 

10.030 

B16 

Dbc , 

30, 

1951 

Supper money 

12.360 

I B17 

Dbc . 

■ 30, 

1951 

SuppBr money 

B.6O0 

iployees 

. 







DatB 


Name 

Amount 


Deo. 

10, 

1951 

C. J. Goyert 

$ 75.00V 


Dbc . 

20, 

1951 

Dave Jenkins 

50.00V 


Dbc. 

30, 

1951 

Chas. Purdy 

75.00V 


200.00 

Total . $ 999.00 

Shortage (sbb AJE6) Approved by treasurer, B. Kile, and 1 

charged to Miscellaneous Expense. 1.00 

Total . $1,000.00 

Count witnessed by _ Janus Doan _ 

Return of fund acknowledged by Jamts Doan 

t Cashed at bank, under our control. 

V Reviewed with and approved by treasurer, B. Kile. 
l^^Checked to General Ledger per AJE7, and reversed as of January 1, 

Examined reimbursement vouchers Nos. B46, 962, 1212, 1641, and 1B42 
(25 per cent). No errors. 
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Petty cash expense vouchers in the fund must be examined and tabulated. 
The auditor should examine the vouchers for date, amount, purpose, signa¬ 
ture of petty cash custodian, underlying evidence, and approval of proper 
officer. 

Illustration 20 presents one form of working paper for petty cash; another 
form is presented in the Illustrative Audit. 

3. Reconcile the Petty Cash Fund with the General Ledger Petty Cash 
Account Balance at the Date of the Balance Sheet. After the total of the 
fund has been obtained, it should be compared with the general ledger ac¬ 
count balance. 

ILLUSTRATION. A junior accountant examined the petty cash fund, 
listed all items, and obtained a fund total of $1,000; however, he failed 
to compare the $1,000 figure with the general ledger account balance— 
which was $1,100. Later, the senior-in-charge noted the $100 discrep¬ 
ancy. The petty cash fund custodian—unable to place $100 ir rhe fund 
due to an unannounced count—had assumed the risk of non-discovery 
of the theft of $100, and the shortage almost missed detection. 

4. Trace All Cheques in the Fund to Subsequent Deposit Tickets and to 
the Bank Statement. Cheques in the fund dated p ior to the petty cash 
count should be deposited, under the control of the auditor; and the auditor 
should examine the succeeding bank statement to ascertain that they cleared. 
If the cheques did not clear, they must be treated as uncollectible items or as 
advances, in accordance with the circumstances. If approved postdated 
cheques in the fund are taken up during the audit, they are considered as 
accounts receivable as of the balance sheet date. 

ILLUSTRATION. Assume that on July 3, 1951, the office manager ex¬ 
changed his personal cheque of $200 for cash from the petty cash fund 
and asked that his cheque should not be deposited in the bank. On 
December 31, 1951, he issued a new cheque in exchange for the cheque 
of July 3, 1951. On January 2, 1952, the auditor counted the petty cash 
and directed that the cheque of the office manager be deposited; it was 
returned marked "N.S.F.” The auditor then requested that the treasurer 
approve the $200 "loan”; the treasurer refused, and the $200 was de¬ 
ducted from the salary cheque of the office manager on January 31, 1952. 

Where investigation proves that the cheques in the fund are the result 
of authorized borrowing, an entry should be made transferring them from 
Petty Cash to an account such as Officers’ and Employees’ Accounts Re¬ 
ceivable. If any of the items are uncollectible, they should be charged to 
expense. 

5. Vouch the Petty Cash Vouchers to the Reimbursement Voucher; In¬ 
spect Distributions, Approvals, and Original Evidence. In other than a de¬ 
tailed audit, the accountant should select approximately 10 per cent (see 
Chap. 6, p. 159) of the petty cash reimbursement vouchers. Each petty cash 
disbursement voucher in each reimbursement should be examined for date, 
purpose, approval, amount, and account to be charged. Original evidence 
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should be examined for alterations. The petty cash vouchers should be 
totaled and compared with the amount of the reimbursement cheque. Distri¬ 
butions to expense accounts should be scrutinized for accuracy. 

ILLUSTRATION. The petty cash fund of a company was reimbursed 
regularly every two weeks, on Friday. The auditor selected four reim¬ 
bursements for examination. His adding machine tapes for approved 
petty cash expense vouchers in each reimbursement were $25 short of 
the distribution in the voucher summary and in the Voucher Register 
in each instance. He extended his test to 100 per cent, and every re¬ 
imbursement was $25 in excess of the sum of the approved vouchers. 
There were 25 reimbursement vouchers (the fund had not been reim¬ 
bursed at the end of the period), or a total shortage of $625, the 
majority of which was equally charged to entertainment and to supper 
money for overtime work. 

6. Verify Footings and Crossfootings of the Reimbursement Vouchers. 
The proof of accuracy of footings and crossfootings of the reimbursement 
vouchers should be determined as a fraud prevention. 

" i 

ILLUSTRATION. Each approved petty cash voucher in each reimburse¬ 
ment agrees with the distribution entries in the reimbursement sum¬ 
mary. However, in footing the reimbursement summaries, it is dis¬ 
covered that they are overfooted to the extent of $160 for the year; 
and an equivalent amount has been extracted from the cash fund. 

7. Trace Reimbursement Vouchers to the Voucher Register, Expense 
Record, Cash Disbursements Record, or Other Medium. The distribution of 
the petty cash vouchers, as expressed in the reimbursement voucher, should 
be traced to the original accounting record where the. expenses are recorded, 
in order to be certain that the final distribution to the accounts is proper. 

ILLUSTRATIONS. ( a ) The reimbursement voucher shows $100 charged 
to Postage Expense. When carried to the Voucher Register, the $100 
appeared in Advertising Expense—inadvertently, (b) A reimburse¬ 
ment voucher shows $175 as entertainment expense. Purposely, because 
total entertainment expense was considered to be excessive, the $175 
has been carried to the Voucher Register as factory supplies. 

8. Obtain the Signature of the Petty Cash Custodian, Acknowledging Re¬ 
turn of the Cash, Vouchers, and Other Fund Items. The auditor should in¬ 
sist that his count of the petty cash fund be witnessed, so that he cannot be 
accused of malpractices if a shortage exists. After the count the auditor should 
obtain a receipt from the petty cash custodian for the intact return of the 
fund. Another accounting view is that the auditor should merely indicate 
on his working papers the name of the person in whose presence the fund 
was counted, since obtaining a receipt from the petty cashier implies that 
the fund was out of that person’s custody. 
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9- Obtain Written Approval from a Responsible Official of All Expense 
Vouchers, I.O.U.'s, and Employees' Cheques Contained in the Fund , Even 
though the preceding items appear to be regular and are evidently properly 
supported, the insistence upon written approval is a precaution that should 
not be overlooked. 

ILLUSTRATION. The composition of a petty cash fund appeared to be 
in good order. The auditor requested the treasurer to approve the fund 
composition. The fund contained several employee I.O.U.’s; the treasurer 
casually examined the I.O.U.’s and suddenly noted one I.O.U. for $75, 
ostensibly from an office employee in the treasurer’s department. The 
treasurer stated that he remembered that the employee had borrowed 
$75 immediately after a hospitalization. The treasurer also recalled that 
the employee had repaid the $75 directly to him and that he had turned 
the amount over to the petty cash custodian. Further investigation 
proved the date of the original petty cash voucher was 2-6-51; the 
petty cashier had removed the original petty cash voucher, changed the 
date to 12-6-51, and altered the petty cash voucher number to one of 
current usage. ^ 

10. Obtain from a Responsible Official Acceptance of and Written Ap¬ 
proval of Any Shortage in the Fund. Such approval should be obtained even 
though the petty cash custodian makes up the shortage at the time of the 
count. The effect of the request is to approve shortages, if they are the result 
of honest errors, and to place the official on notice that a shortage exists. 

11. Obtain Confirmation Direct from Salesmen and Other Company 
Representatives of the Amount of Cash—from Petty Cash—Held by Them 
at the End of the Fiscal Period. The purpose here is not so much to dis¬ 
cover how much cash the employees have as it is to find out if they originally 
received the cash in the amounts indicated. 

ILLUSTRATION. A confirmation states that a salesman received $200 
for travel on December 2B, 1951; the petty cash voucher is for $300. 

12. If the Examination Takes Place after the End of the Fiscal Period, 
Reconcile the Account Back to the E?id of the Fiscal Period. Frequently, 
it is not possible to count the petty cash exactly at the close of the year. The 
most convenient time, of course, is immediately before the opening of busi¬ 
ness hours on the first day of the new fiscal period or immediately after the 
close of business on the last day of the year. When the fund is verified after 
the close of the period, the working papers must be designed so that the 
fund is worked back to the closing date of the period. This is accomplished 
by showing the fund composition at the date of the actual count and by 
showing the summarized transactions between the date of the count and the 
end of the period. The resultant figure will be the total of the fund at the 
close of the fiscal period, as shown at the top of page 182. 
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Fund cash, February 10, 1952 . t 900 

Add: Petty cash vouchers, January 1—February 10, 1952 . . . 20Q 

| 1,100 

Deduct: Reimbursement cash, January 1—February 10, 1952 100 

Fund balance, December 31, 1951 .$1,000 


Mr'sce/fcvneoitf Petty Cash Considerations 

If the petty cash fund is not reimbursed at the balance sheet date, the 
amount of the petty cash to be shown in the balance sheet will not equal the 
amount shown in the ledger account. The auditor must ascertain that journal 
entries are made to transfer petty cash disbursements in the fund to the 
proper accounts for the period under audit. 

ILLUSTRATION. Assume a petty cash fund of $500. The auditor veri¬ 
fies the fund as of the balance sheet date and discovers that there are 
in the fund $100 of petty cash vouchers representing payments for 
transportation and $50 of vouchers in payment of traveling expense. 

On his working papers the auditor would prepare the following journal 
entry: 


Transportation.100 

Travel Expense . 50 

Petty Cash . 150 


This entry would be journalized and posted on the books of the client 
and reversed at the beginning of the new period, in order to restore 
the fund balance to $500. 

If the auditor suspects fraud in connection with petty cash operations, a 
surprise recount and reconciliation of the fund prior to leaving the audit is 
desirable. It should be remembered that petty cash funds are a favorite source 
of theft. 

If petty cash funds are maintained at distant branches or other subdivi¬ 
sions of the main office, and if the auditor normally does not visit the 
branches, he must use extreme caution in accepting the statements of petty 
cash composition from the branches. If satisfactory systems of internal con¬ 
trol and internal audit are in effect at the home office in its control of the 
branches or other subdivisions, the auditor might be justified in accepting 
branch reports of fund compositions; however, in the complete report of his 
audit he should state that the petty cash and other funds at the branches and 
other subdivisions were not examined. The best procedure is to insist that 
branch funds be completely reimbursed by the home office as of the close of 
business on the last day of the period and that all fund vouchers for the 
year be sent to the home office for examination by the auditor. 

If cash funds—such as change funds, cash register funds, and payroll funds 
—exist in addition to the customary petty cash funds, the examination of 
each fund should follow the same procedure as that outlined for petty cash; 
and a separate working sheet must be prepared for each. The purpose of a 
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cash payroll fund is to meet advances to employees and to meet wage pay¬ 
ments for those terminating employment before the succeeding payday. 
Vouchers in the fund for payments should be examined to determine their 
authenticity. If the payroll fund is maintained in a bank, its examination 
follows the procedure described in the section dealing with cash in the bank 
in Chapter 8. 

If a Petty Cash Journal is used to record petty cash transactions under an 
imprest system, the entries in the record should be verified in accordance 
with the procedures detailed in Chapter 6 for the examination of cash dis¬ 
bursements. 

Internal Control Questionnaire for Petty Cash 

As stated in Chapter 5, the internal control questionnaire may be filed 
as a unit—in the permanent file—or it may be filed with the working papers 
at the applicable point. 

The internal control questionnaire for petty cash (Illustration 21) may be 
completed at the termination of the examination of that item or at an earlier 
time. If it is possible to conclude that the internal control is satisfactory, that 
is no assurance that errors do not exist or that fraud has not been com¬ 
mitted. 


QUESTIONS AND PROBLEMS 

1. Outline the steps necessary for an examination of petty cash operated 
under the imprest system. 

2. The Greenwood Corporation opens a branch in a city that is several 
hundred miles removed from the home office. A large petty cash fund 
will be required at the branch; and, because of the danger involved in 
retaining a large cash fund in the branch office, it is decided to establish 
the fund in a bank account in the branch city. The fund is to be estab¬ 
lished in the name of the corporation, and the bank is authorized to cash 
cheques drawn against the account by the branch cashier. Disbursements 
from the fund are to be supported by proper receipt and are to be sent 
to the home office for approval, as a basis for petty cash fund reimburse¬ 
ment. Do you consider this procedure proper? 

3. The Grover Manufacturing Company employs seven salesmen. Advances 
for traveling expenses are made to the salesmen from the petty cash fund 
after proper approval by the sales manager. When a salesman returns 
from a trip, the unconsumed cash is returned to the petty cashier, who 
checks the expense reports of the salesmen and files them. When the 
petty cash fund is in need of reimbursement, expenditures are classified 
and vouchered, a cheque prepared for the net cash disbursed, and the 
fund is replenished. 

a) Wherein is the procedure at fault? 

b) What principle of petty cash control has been violated? 



Illustration 21 


INTERNAL CONTROL QUESTIONNAIRE 

Petty Cash 


Yes 

No 

Not 

Appli 

cable 


- 


1 Is the imprest fund system used? 

2 Is the primary responsibility for each fund vested in one person? 


3 Are petty cash vouchers 




a) Required for each fund disbursement? 




b ) Prenumbered? 




c) Signed by the recipient of the cash disbursed? 




d) Executed in ink? 




i) Filled in with written in numerals and spelled out amounts? 




/) Appnncd by a responsible person? 




g) Canceled together with supporting documents so that they can- 




nor bL used thereafter? 




4 Are fund reimbursement cheques made payable to the order of the 




custodian of the fund? 




5 Would the duties of the custodian of the fund permit him to have 




access to 




a) Cash receipts? 




b ) General acLounting records? 




6 When cheques are cashed out of the fund, must some other person 




first approve the cheque? 




7 Are advances from the fund officiall) approved? 




B Are cheques cashed from the fund deposited promptly? 




9 Does proper internal audit exist for petty cash vouchers etc , at the 




time of reimbursing the fund? 




10 Is the petty cash fund reasonable in amount? 




11 Are postdated cheques in the fund? 

j 

— 

- - 

12 Are expenditures reasonable in appearance? 

|_ 

13 What is the maximum amount to be paid from the fund on one petty 

i 



cash voucher? 

c 



14 Is there a surprise internal audit of petty Lash? 


Prepared by_ 

Date __ _ 

Reviewed by. 

Date_ 
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c) Would the procedure be proper if the salesmen’s expense reports 
were attached to the reimbursement voucher? 

d) Suggest a system that would afford proper control. 

4. In the examination of a petty cash fund, you arrived at the fund composi¬ 
tion presented below. The date of examining the petty cash fund was the 
balance sheet date. Prepare the necessary adjusting journal entries. 


Currency.$350.00 

Coin . 43-18 

Postage stamps. 14.72 

Sales returns memos for cash refunded to customers. 24.80 

Cheque of employee, dated one month in advance. 50.00 

Vouchers for miscellaneous office expense. 86.40 

Sales slips of an employee who purchased company merchandise; the 
money in payment was taken from the fund, entered as a cash 

sale, and the sales slip inserted in the fund. 30.90 

$600.00 


5. As an accommodation and co-operative gesture to its employees, a certain 
company purchases for its employees specialized household articles at a 
price substantially below the retail market. The company has established 
a special account entitled Employees' Accommodations, which is charged 
as the company purchases articles for the empiO)ees and credited as the 
employees remit to the company in payment for their purchases. The 
account is in balance at the end of each month throughout the year. In 
your annual audit of the records of the company, would you expend an) 
special effort on this account? 

6. After an audit of cash for the Gifhn Company, the cash summary appears 
as follows: 


Peity cash. $ 500 

UndepDsitcd cheques on hand. 12,300 

Commercial account, First National Bank . 98,200 

Branch office cash . 1,000 

Savings account . 28,000 

Total cash.$140,000 


The summary agrees with that prepared by the Giffin Company. The 
$28,000 in the savings account was placed there by action of the board 
of directors for the purchase of new store fixtures, to be bought as the 
company required them. Is the $28,000 a part of cash, and should it be 
shown as a current asset? 

7. The Martin Company buys most of its raw material from the Johnson 
Company. After purchases reach a certain figure each month, the Johnson 
Company rebates 10 per cent of the net purchases to all of its customers, 
including the Martin Company. The Johnson Company mails the rebate 
cheques on the tenth of the following month. The Martin Company’s 
purchases have exceeded the base figure in every month of the past year. 
You, as auditor, can find no records of the receipt of the cash rebates. 
The cashier informs you that the treasurer deposits these cheques each 
month in a "Martin Company, Private” bank account and that no entries 
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are made on the books of the company for the rebate. Also, the bank 
certificate which you have received from the bank shows Martin Com¬ 
pany, Private, $32,000,” which agrees with your computation of the dis¬ 
count. What will you do? 

8. The reconciled bank balance of the Gassaway Company at December 31, 

1951, was $242,159. Sales for the year ended on the same date were 
$5,728,462. The petty cash fund is $50 and is maintained under the 
imprest system. The auditor did not count the petty cash, and he did not 
examine any of the petty cash transactions. 

In his audit report, should he comment upon these two omissions? 

9* You were engaged to audit the records of a company that does not de¬ 
posit its receipts intact and that pays some expenses out of cash receipts. 
You found it impossible to visit the company offices until January 20, 

1952. However, you had requested the client to prepare a bank reconcilia¬ 
tion as of the balance sheet date, December 31, 1951; but the client had 
not complied with your request. In fact, the client had not prepared a 
reconciliation since December 31, 1950. 

On the morning of January 20, 1952, you counted the cash on hand, 
which was $2,000; and you obtained directly a bank statement as of that 
date, which showed a balance of $8,260; there were no outstanding 
cheques. The balance of the Cash account in the ledger, after working 
sheet posting of the receipts and disbursements from January 1 to 
January 20, 1952, was $11,000, thus resulting in a discrepancy of $740. 

a) How would you proceed to account for this difference? 

b) As to procedure in the future, what suggestions would you offer? 

10. The Mason Construction Company is engaged in business as a general 
contracting company, specializing in the construction of large office 
buildings in metropolitan areas. You have performed the annual audit of 
the company for the last six years. In the audit for the current year just 
ended, you discover six paid cheques totaling $120,000 payable to the as¬ 
sistant treasurer of the company and endorsed by him. The vouchers 
supporting these six cheques are investigated; they arc likewise made 
payable to the assistant treasurer and arc charged to Advertising Expense. 
The only other items in the Advertising Expense account are small sums 
totaling $2,500 for advertisements in trade journals and local periodicals. 
You then question the assistant treasurer, who points out to you that the 
vouchers were properly drawn and properly approved. The treasurer 
makes the same statement. The president simply repeats what has been 
said by the treasurer and the assistant treasurer. All three of these officials 
request that you make no adjustments and that you show the $120,000 as 
Advertising Expense. 

You conclude—and rightly—that the $120,000 must have been used 
to promote the signing of one or more contracts. You decide further to 
show the $120,000 as Sales Promotion Expense; you also decide to com¬ 
ment in your report upon the fact that cheques totaling $120,000 had 
been made payable to the assistant treasurer. 

Discuss the correctness of your conclusion. 
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11. From the following audited balance sheet, income statement, and sum¬ 
maries of certain ledger accounts of the Graydon Company, prepare a 
statement of cash receipts and disbursements in as much summarized de¬ 
tail as rhe available information permits. 


GRAYDON COMPANY 
Balance Sheets 


NET ASSETS 

Cash . 

Receivables . 

Less: Reserve for bad debts . . . 


Inventories, at cost . 

Less: Reserve for price decline 


Industrial bonds, at cost . 

Less: Reserve for price decline 


Total Current and Working Assets 
Deduct: Current liabilities: 

Installment due on RFC loan . 

Merchandise creditors . 

General expense accounts . 

Accrued property taxes . 

Accrued interest on bonds . 

Accrued interest on loans . 

Accrued income taxes . 


Net Current Working Assets 

Plant and equipment, at cost . 

Less: Reserve for depreciation . . . 


CAPITAL 

Long-term liabilities: 

Bonds, 5 per cent, payable in 1959 . 
RFC m per cent long-term loan . . 

Capital stock, 10,000 shares at $50 . .. 
Less: Capital stock in treasury. 

Earned surplus: 

Balance at December 31, 1950 
Balance of 1951 profit (see below) 

Deduct: Dividends paid . 


December 31 
1950 

. $125,483.80 
.$242,736.64 
B.650.42 
$2 34,0 86.22 
. $122,463.71 
. 2 5,000.00 

F97/463 7 i 

.$ 2 , 000.00 

$ 2,00000 

.*459,003.73 


$ 3 B,740.93 
40,531.43 
18,010.12 
2,875.00 
3,500.00 
10,568.05 
$11 4",225.53 
$344, 778.20 
$590153.03 
123,461.51 
$475.691.52 
$820,469.72 


$115,000.00 

100,000.00 

$215,0 00.00 

$500,000.00 

12, 000.00 

$4B8jOOO.QO 

$117,469.72 


$820,469.72 


December 31 
1951 

$ 86,972.41 

$ 338,665.34 
16.8B1.42 
$ 321,784.1 2 
$ 328,668.99 
40,000.00 
$ 288,668.99 
$ 84,200.00 

3,700.00 
F 80,500.00 
$ 777,925.52 

$ 50,000.00 

B2.682.16 
50,374.B8 
21,463.03 

17,500.00 
167,552.02 
~$ 3B9.5 72.09 
$ 3B8, 353-43 
$1,042,214.46 
178,740.13 
$ 863,4 74.33 
$1,251,827.76 


$ 450,000.00 
$ 450,000.00 
$ 500,00000 
IB,500.00 
$ 481,500.00 

$ 117,469.72 
251,333.04 
$ 368,802.76 
48,475.00 
$ 320,327.76 
$1,251,827.76 
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GRAYDON COMPANY 
STATEMENT OF INCOME 
For ihe Year Ended December 31, 1951 


Sales. 

Cost of goods sold . 

Gross profit . 

Deduct: 

Selling and general expenses .$1,441,032.B2 

Property taxes . 21,463.03 

Interest on bonds. 2,875.00 

Interest Dn RFC loan . 17,500 00 

Net profit before federal taxes . 


Less: Provision for federal income taxes 


$8,540,672.31 

6,638,916.40 

$1,901,755.91 


1,482,870.85 
$^18,885.06 
167,552.02 
$ 251,333-04 


Reserve fdr Bad Debts 


Explanation 

Debits 

Credits 

Balance, January 1, 1951 

Uncollectible 1950 accounts written off 

7,270.00 

8,650.42 

Collection of 1950 accounts previously charged off 


2,005-00 

Provision for 1951, charged to General Expense 
Uncollectible 1951 accounts written off 

1,504.20 

15,000.00 

Balance, December 31, 1951 

16.BB1.22 



25,655 42 

25,655-42 





Reserve for Inventory Price Decline 


Explanation 

Debits 

Credits 

Balance, January 1, 1951 


25,000.00 

Write-down of inventory during 1951 

15,000.00 


Balance transferred to General Expense 

10,000.00 


Provision at December 31, 1951, charged to General 
Expense 


40,000.00 


Industrial Bonds 


Explanation 

Debits 

Credits 

Balance, January 1, 1951, $2,000 bunds, at cost 

Sale of bonds at par 

Purchase of $B0,000 bond (market $80,500) 

2,000.00 

2,000.00 

B4.200.00 
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Plant and Equipment 


Explanation 

Debits ! 

Crcdirs 

Balance, January 1, 1951 (cost to date) 
Additions in 1951 

Cost of equipment sold in 1951 fur 130 shares 
of Lapital stock 

Balance, December 31, 1951 

599 153 03 
451,023 74 

7,962 31 
1,042,214 46 

1,050,176 77 

1,050,176 77 




Reserve for Deprivation 


Explanation 

Debits 

Credits 

Balance, January 1, 1951 

Provision for 1951, charged to General Expense 

Cost of equipment sold in 1951 ($7,962 31) lrss par 
value of 130 shares of stock ($6,500) received in 
payment 

Balance, December 31, 1951 ' 

1,462 31 
l 7 fl,740 13 

ISO,202 44 

123,461 51 
56,740 93 

1B0,202 44 




5 Per Cfnt Bonds, Pay*bi e in 1959 
(Inn rest—January 1 and July 1) 


Explanation 

Debits 

Credits 

Balance, January 1, 1951 


115,000 00 

Redeemed July 1, 1951, at 105 ($5,750 premium 



charged to General Expense) 

115,000 00 



RFC 3 1 2 Cent Loan 
(Interest-Annually on January l) 


Explanation 

Debits 

Credits 

Balance, January 1, 1951 


100,000 00 

Additional loan, January 1, 1951 


400,000 00 

Balance, December 31, 1951, payable in 10 equal 



installments starting on January 1, 1952 


500,000 00 




CASH ON HAND AND IN THE BANK 


Proper internal control dictates that all cash receipts be deposited intact, 
that is, as they are received, and that all disbursements be made by cheque. 
The most convenient time to audit cash is immediately after the close of, or 
preceding the opening of, a business day. In many cases this may be im¬ 
possible. As far as procedure is concerned, it is immaterial when the cash is 
audited. The extent of the audit of cash receipts and disbursements is de¬ 
pendent upon the system of internal control, the nature of the audit, the 
methods of accounting, and the discoveries made during the course of the 
audit. 

Audit Program for Cash on Hand and in the Bank 

The validity of the balance of the cash on hand and in the bank is de¬ 
pendent upon the accuracy and honesty of the accounting for cash receipts 
and cash disbursements. Therefore, the following audit program for cash on 
hand and in the bank includes procedures for receipts and disbursements in 
addition to the mechanical features of original record examination presented 
in Chapter 6. 

1. Obtain confirmations directly from the banks. 

2. Count and list all cash and cash items on hand. 

3. Compare undeposited cheques on hand with data from cash remittance 
lists and with entries in the Cash Receipts Journal. 

4. Trace all cheques and currency on hand to subsequent deposit tickets and 
to the bank statement. 

5. Obtain all bank statements, duplicate deposit tickets, and paid cheques. 

6. Prepare a bank reconciliation statement. 

7. Compare paid cheques with outstanding cheques per prior bank reconcili¬ 
ation and with the Cash Disbursements Book. 

B. List all cheques payable to the order of cash, bearer, payroll, banks, officers 
and employees, etc. 

9- List and investigate cheques long outstanding. 

10. Vouch disbursements in the cash disbursements journals for debits to ac¬ 
counts other than accounts payable. 

190 
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11. Compare daily receipts entries with duplicate deposit tickets, bank state¬ 
ments , invoices, cash register tapes, sales slips, etc. 

12. Examine the treatment of customers' cheques returned by the bank. 

13. Obtain confirmation of deposit tickets as to detail for a few days before 
and after the close of the period. 

14. Examine cash receipts for bona fide nature. 

15. Determine proper cash receipts and cash disbursements cutoff. 

16. Test discounts. 

17. Test for lapping. 

18. Test for kiting. 

19. Investigate bank overdrafts. 

20. Verify special funds. 

21. Verify cash in domestic and foreign branches. 

22. If required or advisable, reconcile the cash again at a date subsequent to 
the close of the period. 

The succeeding sections of this chapter will set forth the procedures for 
auditing cash on hand and in the bank, accompanied by the examination of 
cash transactions. Variations in sequence of procedure are permitted to suit 
each accountant and to facilitate the operations of any particular engage¬ 
ment. 

1. Obtain Confirmations Directly from the Batiks. Confirmation of 
amounts on deposit must be obtained as of the closing date of the fiscal 
period and at the date of the examination of the cash if the audit is made 
subsequent to the closing date. The confirmation requests should be written 
by the client at the direction of the auditor, enclosed in envelopes bearing 
the return address of the audiror, and mailed by the auditor; in order to 
avoid alteration, they should be returned directly to the auditor by the bank. 

ILLUSTRATION. The necessity of obtaining direct confirmations may be 
exemplified as follows: The confirmation requests were placed in the 
client’s outgoing mail pouch by the auditor. The treasurer of the client 
company extracted one confirmation request, opened ir, wrote in the 
December bank balance as 41,486, and mailed it back to the audi¬ 
tor. This request was for a payroll account which had been transferred 
to another bank; but $1,486 had been left in the first bank, since that 
represented the amount of uncashed and unclaimed payroll cheques is¬ 
sued to terminated employees. The treasurer had taken the unclaimed 
wage cheques and cashed them at various taverns and grocery stores 
and had issued orders that all ex-employees calling for their past wages 
be referred to him. During the course of the audit, an ex-employee 
called in person for his cheque; the fraud was discovered due to the 
absence of the treasurer from his office and the presence of the ex¬ 
employee’s cheque among those returned by the bank at the time the 
account was closed. 

The requests for confirmation should be mailed to all banks with which 
the client has conducted business since the last independent audit. Preferably, 



Illustration 22 

L E TTER TO BANK FOR CONFIRMATION OF BALANCES 


GARNET CORPORATION 

Cincinnati 27, Ohio 


Lincoln National Bank 
Fourth and Vine Streets 
Cincinnati 1, Ohio 


January 7 , 1952 


Gentlemen 

In connection with thB annual audit of our records, being performed 
by Kiley and Harlot, Certified Public Accountants, Cincinnati, Ohio, please 
furnish them dlrjct with thB following information as of the dIosb of business 
December 31, 1951 


1 Checking, savings and other accounts 

NAME OF ACC0UN1 AMOUNT RESTRICTED 




YES 

NO 



YES 

NO 



YES 

NO 

2. Direct liabilities (loans, 

acceptances. 

etc ) 


DATE OF 

DUE 

INTEREST 

AMOUNT LOAN, ETC 

DATE 

RATE 

PAID T 


REMARKS 


DESCRIPTION AND 
COLLATERAL 


3. Contingent liabilities (as endorser of notes discounted and/or as 
guarantor) 


DATE OF DUE 

AMOUNT MAKER NOTE DATE REMARKS 


4. Items hBld for collateral, safekeeping, etc 


9 Letters of credit, drafts, trust agreements, open contracts for the pur¬ 
chase and sale of foreign BXchangB, Btc 


6. Deposits credited tD dut accounts on thB following dates 


Deo 

27, 

1951 

ACCOUNT 

Deo 

2B, 

195]_ 

ACCOUNT 

Deo 

29. 

1951 

ACCOUNT 

Dec 

30. 

1951 

ACCOUNT 

Jan 

2. 

1952 

ACCOUNT 

Jan 

3, 

1952_ 

ACCOUNT 

Jan 

4, 

1957 

ACCOUNT 

Jan 

5. 

1957 

ACCOUNT 


A duplicate of this request is attached for your reply An addressed 
envelope is also enclosed. 

Thank you for your courtesy and co-DpBration. 

Very truly yours, 

GARNET CORPORATION 

AllBn J Reid, Treasurer 

AJR: VL 
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the requests should be mailed in advance of the audit so that replies will be 
available when the auditor is ready to start his examination. 

The request to the bank is so framed that it not only requests the amounts 
on deposit to the credit of the client but also asks the bank to list all primary 
and secondary obligations of the client and to show any collateral of the 
client held by the bank. A letter of request to the bank and a confirmation 
from the bank are shown in the Illustrative Audit, in a form different from 
that of Illustration 22. A copy of the request and the reply from the bank 
become a part of the audit working papers. 

When the confirmation request replies arc received by the auditor from 
the bank, he must compare each balance with the bank statements and 
with his working papers for the items. 

If the confirmation request is to a closed bank or other institution, the 
letter should request an expression of the probable amount of recovery and 
when it may be expected. 

2. Count and List All Cash and Cash Items on Hand. The cash on hand 
may contain currency; undeposited cheques, money orders, and drafts; ma¬ 
tured and cashed bond coupons; unclaimed wages; 'md perhaps expenditure 
vouchers and advances. Such items as expenditure vouchers, loans, and ad¬ 
vances should be cleared from the cash; and adjustments should be made to 
reduce the Cash account balance. 

Before the cash is counted, provision must be made to control all cash 
in the organization so that money from one fund or location cannot be trans¬ 
ferred to another fund or location during the count in order to conceal a 
shortage. If it is not convenient to make a simultaneous count of all cash, 
cash items, and negotiable securities such as notes, bonds, certificates of de¬ 
posit, warehouse receipts, and stock certificates, each item must be sealed by 
the auditor, in order to prevent transfers. Such control is also necessary so 
that money may not be temporarily borrowed on the securities in order to 
cover a cash shortage existing between the cash on hand and in the bank, 
and the cash balances shown in the ledger accounts. When shortages are 
thus concealed, the counted cash may be taken later to reclaim the securities 
for the inspection by the auditor. When cash and securities and other cash 
items and easily converted items are counted and listed, the auditor must 
have his count witnessed; after the count—for his own protection—he must 
obtain a receipt from the cash custodian indicating the return of all items. 
A working paper for the count and book reconciliation of general cash is 
presented in Illustration 23; in this illustration the weakness of permitting 
disbursements from current receipts should be noted. 

The undeposited cheques should be listed to show drawer, payee, bank, 
date drawn, and amount. The auditor must independently total cheque list¬ 
ings in order to prevent an overstatement on the client’s adding machine 
tape of the same items. 

3. Compare Undeposited Cheques on Hand with Data from Cash Re¬ 
mittance Lists and with Entries in the Cash Receipts Journal. The unde- 



Illustration 25 



Denomina¬ 
tion Number Subtotals 


Totals Remarks 


Currency: 

$20 

.00 

3 

$ 

60, 

,00 


" “ 


10, 

,00 

IB 


1B0. 

.00 




5, 

.00 

7 


35, 

.00 




1 . 

.00 

62 


62. 

00 $ 

337. 

.00 

Coin: 

$ o 

.50 

4 

r 

2. 

.00 




0. 

.10 

6 


0 . 

.60 




0, 

.05 

B 


0 . 

.40 




0 . 

.01 

10 


0 . 

10 

3. 

,10 


Cheques: Maker 

BBrning Manu- 


facturing Co. 

First 







National 

1-14-52 

$ 

450.00 


(1) 

Jamestown Company 

Provident 

12-23-51 


150.00 


(2) 

Gars dii and Gars on 

Western 

12-30-51 

1 

,115.50 


(3) 

Salem Supply Co. 

Norwood 

12-31-51 


95.20 

1,BIO.70 

(3) 

Postal Money Orders: 






James Taney 


12-30-51 

$ 

10.00 


(3) 

Cross Store 


12-30-51 


101.00 

119.00 

(3) 

Notes: In the client's cash: 






Gerald Hock, foreman 




50.00 

(4) 

Approved Vouchers: 

In the client's cash: 





No. 4206 Transportation-In 

12-31-51 

$ 

11.2B 


(5) 

No. 4207 Advance, 

Traveling 

12-31-51 


100.00 


(6) 

No. 42BB Office Supplies 

12-31-51 

_ 

14.00 

125.20 

(5) 


Add: Cash per General Ledger. 


Deduct: Adjustments below. 

Total cash on hand and available in bank. 


$ 2,445.00 

.$ 12.6B2.01 
$ 15,127.09 
575.2B 
■ $ 14,551.B1 


Cash book receipts.$465,202.19 

Lbss: Cash book disbursements. 440.52B.36 

$ 24,753.03 

Less: Balance at January 1, 1951. 10,202.02 

Balance, December 31, 1951. $ 14.551.B1 

Counted January 2, 1952, at 0:30 A.M. 

Fund returned to Henry Davenport, Cashier 
(Signed) _ Henry Davenport _ 

1. Postdated cheque. Adjustment: 

Trade Accounts Receivable.450.00 

Cash. 450.00 

2. Returned by bank on 12-30-51, N.S.F. RedepositBd on 1-2-52 and 

cleared. 

3. Entered in cash records on 12-31-51. Cleared in January. 

4. Note rBdBBmed on 1-2-52; considered as cash on hand. 

5. Adjustments: 

Transportation-In. 11.2B 

Office Supplies. 14.00 

Cash. 25.28 

6. Adjustment: 

Advances for Traveling.100.00 

Cash. 100.00 
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posited cheques on hand must be compared with the current remittance lists 
—if remittance lists are used—in order to ascertain the validity of the 
cheques on hand. 

ILLUSTRATION. Among the cheques on hand is one of current date for 
$500, apparently from X, a customer. A comparison of the cheques with 
the remittance lists fails to disclose receipt of this cheque. It had been 
prepared by the cashier to cover a shortage; the cashier had intended 
to destroy it when it was returned by the bank and to substitute an¬ 
other fictitious cheque for it. 

The cash receipts records must be examined to ascertain that the un¬ 
deposited company collection cheques have been recorded as cash receipts. 
If they are not recorded, they may have been used to cover a shortage. 

ILLUSTRATION. A company did not prepare remittance lists. A com¬ 
parison of the cheques on hand with the entries in the Cash Receipts 
Journal fails to disclose entry for a cheque of $1,000. The cashier was 
hopeful that the shortage of $1,000 would not be discovered if he pur¬ 
posely failed to record the receipt. 

The auditor must be certain that all cash available for deposit at the end 
of the period actually is deposited; this is accomplished by comparing the 
next month’s bank statement and the signed duplicate deposit tickets with 
the cash receipts entries and the cash to be deposited. In examining the bank 
statement, the auditor must watch for deposits subsequently charged back 
by the bank. If false cash receipts entries were made to "window-dress” a 
cash position and sales revenue, supported by the deposit of a fictitious 
cheque, or if the cashier had misappropriated customer remittances and had 
placed a covering fictitious cheque in the bank, and if the fictitious cheques 
were drawn on banks located at distant points, several days might elapse be¬ 
fore the cheques were charged back to the depositing client. 

As illustrated in the cash count working sheet (Illustration 23), notes, 
vouchers, and other non-cash items submitted for count must be adjusted 
out of the cash balance. Postdated cheques must be treated as accounts or 
notes receivable. 

Occasionally, when the cash is counted, an amount in excess of the re¬ 
quired amount appears. This may be the result of the failure to record a 
receipt, or it may be intentional. In any event, the cause of the excess amount 
should be determined, if possible. 

ILLUSTRATION. A count and tabulation of the cash on hand indicated 
an overage of $125. A matching of the cash receipts with the entries in 
the Cash Receipcs Journal failed to show the source of the $125; and 
all cheques on hand matched entries in the Cash Receipts Journal. 
Therefore, before a bank reconciliation had been prepared, the cash was 
proved out of balance by $125. Later, when accounts receivable con¬ 
firmations were requested, one customer announced that he had paid 
$125 and agreed to send a photostatic copy of his paid cheque. The 
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cashier intended to extract {125 cash but was surprised before he could 
do so. 

4. Trace All Cheques and Currency on Hand to Subsequent Deposit 
Tickets and to the Bank Statement. All cash and cheques should be de¬ 
posited—under the control of the auditor—with a request for direct advice 
of protest for uncollectible items. The auditor should request that the client 
obtain signed duplicate deposit tickets for the amount deposited. In listing 
the undeposited cheques in his working papers, the auditor should examine 
them closely and prepare any necessary notes pertaining to them. Unde¬ 
posited cheques may represent customer collections and cheques cashed as 
accommodation for officers, employees, and others. If some of the unde¬ 
posited cheques on hand represent cheques from officers and employees, the 
auditor must be positive of their collection; otherwise, the indication might 
be that rather permanent borrowing was taking place or that a shortage 
existed and was covered by placing a fictitious cheque among those to be 
deposited. 

5. Obtain All Bank Statements, Duplicate Deposit Tickets, and Paid 
Cheques. The auditor must obtain all bank statements, bank deposit books, 
duplicate deposit tickets, paid cheques, and the last bank reconciliation pre¬ 
pared by the client. The balances shown by the bank statements should agree 
with the replies to the confirmation requests independently sent to the bank. 

When cash is counted and reconciled after the closing date, the auditor 
should have the bank send him directly the bank statement and the paid 
cheques to the date of the bank statement. By obtaining the subsequent bank 
statement and the paid cheques directly, kiting may be detected. 

ILLUSTRATION. On December 31, 1951, a deposit was made prior to 
the auditor’s visit; the detail of the deposit agrees with the entries in the 
Cash Receipts Journal. On January 15, 1952, the auditor receives di¬ 
rectly from the bank the January 14, 1952, bank statement and the 
cheques paid from January 1, 1952, through January 14, 1952. One 
cheque for $2,000 was a company cheque on another bank, entered as 
a receipt (agreeing with the entries in the Cash Receipts Book and the 
credits to Accounts Receivable); but it had not been entered as a credit 
to Cash in the Disbursements Record. 

6. Prepare a Bank Reconciliation Statement. Bank reconciliation state¬ 
ments may be prepared at this point or earlier in the procedures listed within 
the audit program. A separate reconciliation is prepared for each bank ac¬ 
count. The auditor should prepare at least one independent reconciliation: 

a) At the balance sheet date, or 

b) At a date prior to the balance sheet date, or 

c) At a date subsequent to the balance sheet date. 

A separate confirmation request should be used for each date, unless both 
dates are past, or unless one is in the past and one at the present time. 

a) Reconciliation at the Balance Sheet Date. In preparing a bank rec- 
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onciliation at the balance sheet date, it is advisable to start with the bank 
balance and work toward the client’s ledger balance, since the client’s rec¬ 
ords are being proved and not the records of the bank. The adjusted balance 
is then proved by working from the books of the client to the adjusted bank 
balance. This type of reconciliation is presented in Illustration 24. 

Deposits in transit must be added to the balance as shown by the bank 
statement on the basis that the cash charges were proper additions to the 
cash receipts of the client for the period under examination. 

Unreturned certified cheques should be included in the list of outstanding 
cheques; the bank charge should then be deducted to effect the reconcilia¬ 
tion. In this way the fact that these cheques were outstanding from month 
to month will be brought to attention. When the certified cheques are paid, 
they will be eliminated from the reconciliation. At the time of certification 
the bank immediately charges the account of the maker and places a charge 
slip with the other paid cheques, showing the date, amount, and payee of 
the certified cheque. The charge slip should not be accepted in lieu of the 
cheque, but only as evidence that a certified cheque is outstanding. Com¬ 
munity practices vary with respect to the return of paid certified cheques to 
the maker. 

ILLUSTRATION. The necessity of obtaining paid certified cheques may 
be exemplified as follows: The auditor was making interim examina¬ 
tions at the end of each month. In one month a cheque for $29,000 was 
certified for payment. An office employee, in preparing the bank rec¬ 
onciliation, found the bank charge slip and checked it off as a paid 
item, thereby eliminating it from the list of outstanding cheques. The 
fact was that the certified cheque had been sent to an attorney for de¬ 
livery to the creditor, but the attorney misplaced the cheque for several 
months. The creditor then exercised his privilege of penalty infliction 
for non-payment. If rhe office employee had included the certified 
cheque as outstanding and then deducted the bank charge, the fact that 
the certified cheque had not cleared would have been revealed. 

At a cutoff date from 10 to 20 days after the balance sheet date, obtain 
directly from the bank a bank statement as of that date, together with paid 
cheques and other bank items to that date. Do not prepare another complete 
count and reconciliation, but use the bank statement and paid cheques to 
account (a) for deposits in transit at the balance sheet date, (6) for the 
majority of the cheques outstanding at the balance sheet date, ( c ) for items 
deposited and charged back by the bank, ( d ) for unrecorded cheques out¬ 
standing, and ( e) for any other items affecting the balance sheet date rec¬ 
onciliation. 

All paid cheques returned with the cutoff statement should be traced to 
the outstanding cheque list as of the balance sheet date. All cheques drawn 
to the order of the company or to a bank—indicating fund transfers—should 
be traced to the Cash debit and credit to detect kiting. Then trace all other 
items necessary to effect a reconciliation at the cutoff date. All balance sheet 



Illustration 24 


BANK RECONCILIATION STATEMENT 


HARTW1G CORPORATION 
Bank Reconciliation—First National Bank 
December 31 1931 


Prepared by_ 

Dale_ 

Reviewed by . 
Date_ 


Balance pBr bank certificate December 31 1951 

Add Receipts December 31 1951 deposited January 3 1952# 


Deduct Outstanding cheques 


$45 22B 61 
3 92B 14 
$49 156 75 


Number 

Date 

Paid by 
Bank (1) 

Amount 

19 

721 

10-10-51 

1-5-52 

$ 

10 

00 

19 

946 

11-1-51 



25 

00 

20 

004 

12-9-51 

1-4-52 


155 

B2 

20 

150 

12-1B-51 


4 

000 

00 CC 

20 

151 

12-19-51 


5 

000 

00 CC 

20 

162 

12-2B-51 

1-4-52 

1 

46B 

21 

20 

157 

12-29-51 

1-5-52 

1 

2B1 

46 

20 

ISO 

12-29-51 

Voided on 

file 



20 

195 

12-30-51 

1-6-52 


295 

10 

20 

196 

12-31-51 

1-6-52 


350 

01 

20 

197 

12-31-51 

1-6-52 


406 

2B 

20 

19BA 12-31-51 

1-6-52 


45 

20 





$13 

117 

0B 

cheques 

outstanding above CC 




20 

150 


$4 000 00 




20 

151 


5 000 00 

9 

000 

00 


Adjusted bank balance December 31 1 

Balance per books December 31 1951 

Add Note collected (2) 

Lbss Collection charges (3) 


$ 7 ODD OD 
3 25 


Deduct Cost of imprinting chBquBs (4) $ 10 DO 

Exchange charges (5) _ 13 20 

Adjusted bank balance December 31 1951 $45 

1 These dates are filled in from thB January cutoff bank statement 

2 Adjustment 

Cash in Bank 7 000 00 

Notes Receivable 7 000 00 

3 Adjustment 


4 

117 

0B 

in 

039 

67 

$3B 

066 

12 

6 

996 

_75 

$45 

062 

07 


23 

_20 

$45 

039 

_67 


Collection Charges 
Cash in Bank 


Adjustment 


Stationery and Supplies Expense 
Cash in Bank 


Adjustment 


Exchange Charges 
Cash in Bank 


# Confirmed by bank 
A Last cheque 
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date cheques not paid and returned at the cutoff date should be investigated, 
and all customer cheques returned should be investigated, 

b) Reconciliation at a Date Prior to the Balance Sheet. If the system of 
internal control is adequate—that is, (a) if the client prepares a reconcilia¬ 
tion at least once each month, ( b ) if the bank statement and paid cheques 
are sent direct by the bank to the person who prepares the bank reconcilia¬ 
tion, and (c) if employees signing cheques have no connection with the 
bookkeeping or cash-handling duties—it is considered acceptable practice to 
review the clients reconciliation statements, prepare a reconciliation at a 
date prior to the balance sheet date, and then confirm the bank balance and 
review cash receipts and disbursements taking place from the reconciliation 
date (1) to the balance sheet date and (2) to the cutoff date. 

ILLUSTRATION. Assume that the balance sheer date is December 31, 
1951, and that the reconciliation date is November 30, 1951. The audi¬ 
tor should proceed as follows: Obtain direct frum the bank the Novem¬ 
ber 30, 1951, bank statement and paid cheques, and prepare a rec¬ 
onciliation as of November 30, 1951. Examine the client's reconcilia¬ 
tion as of October 31. Compare the balances per banks and per books 
on the two reconciliations with the bank statements and the Cash 
Ledger account balances. Verify the cheques outstanding at October 31 
by examining those enclosed with the November 30 bank statement, and 
tick them off in the October 31 client reconciliation. Substantiate de¬ 
posits in transit, other credits, and bank charges as of October 31 by 
comparison with the November 30 bank statement.* The next step is 
to obtain directly from the bank at a cutoff date—assume January 10, 
1952—the bank statement as of that date and the paid cheques to that 
dare. For the period from November 30, 1951, to January 10, 1952, 
compare paid cheques wirh the Cash Disbursements Journal and with 
the client’s list of outstanding cheques at November 30 and Decem¬ 
ber 31, 1951; also compare the January 10, 1952, bank statement with 
the cash receipts records for deposits. Next, trace all fund transfers be¬ 
tween banks just prior to the cutoff date and from November 30, 1951, 
to the cutoff date—January 10, 1952. In this way the client's rec¬ 
onciliation at December 31, 1951, is proved. 

c) Reconciliation at a Date Subsequent to the Balance Sheet. This is a 
variation of ( b ), above, and is easy to perform in those cases where the 
audit is started after the balance sheet date. 

ILLUSTRATION. Again, assume that December 31, 1951, is the balance 
sheet date. The auditor should check completely me client’s reconcilia¬ 
tion at December 31, 1951. At a cutoff date—assume January 10, 1952 
—the auditor should obtain directly from the bank the bank statement 
and paid cheques at that date, and he should count the cash and pre¬ 
pare a reconciliation statement. The transactions between December 31, 
1951, and January 10, 1952, should be reviewed and substantiated to 
prove the accuracy of the December 31, 1951, balance. He would then 
proceed as indicated at the asterisk in ( b ), above. 
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A convenient form of bank reconciliation for balance, receipts, and dis¬ 
bursements, when the independent reconciliation is prepared initially at a 
date subsequent to the balance sheet date, is shown in Illustration 25. In this 
reconciliation it is assumed that the client’s December 31, 1951, reconcilia¬ 
tion was reviewed and proved by preparing a reconciliation at January 10, 
1952. 


Illustration 25 

HARTWIG CORPORATION 
Bank Reconciliation—First National Bank 
December 31, 1951—January 10, 1952 




V erified 
Receipts 

Verified 

Disbursements 

Auditor 

Explanation 

Balance 
Dec. 31, 1951 

Balance 

Jan. 10, 1952 

Per bank statement and certificate. 
Deposits in transit: 

$45,228.61 

$75,620.01 

$70,500.10 

$50,34B. 52 

December 31, 1951. 

3.92B.14 

- 3,92B.14 



January 10, 1952 . 

Cheques outstanding: 


5,000.00 


5,000.00 

December 31, 1951. 

January 10, 1952 . 

- 4,117-UB 


- 4,117-08 
2,462. B0 

- 2,462.80 

Unrecorded bank charges and 



credits: (1) 

Note collected by bank on 





January B, 1952, entered 
by client on January 11, 

1952. 


- 3,000.00 


- 3,000.00 

Collection charges . 



12.00 

12.00 

Per books . 

$45,033 67 

$73,691.87 

$6e,833.82 

$49,B97-72 


_ 1 _ 




1 When compared with Illustration 24, the assumption is that ihe client properly adjusted his records at 
December 31, 1951. 


d) Miscellaneous Considerations in the Preparation of Reconciliation 
Statements. It is only in cases of suspected fraud or unlocated error that 
paid cheques returned by the bank are compared with the bank statement. 
Bank statements should be reviewed for attempted alterations, particularly 
alterations of error corrections—"EC”—made by the bank. If the system of 
internal control is so ineffective that the persons preparing accounting entries 
have access to unused cheques, the comparison of paid cheques to bank state¬ 
ment debits must be made. 

ILLUSTRATION. Fraud through bank statement manipulation may be 
illustrated as follows: The bookkeeper, who was empowered to sign 
cheques, drew a cheque payable to the order of a creditor for $1,900. 

He then used a cheque from the rear of the chequebook, marked the 
related stub "sample,” made the cheque payable to the order of the 
client company for $1,000, cashed it, and did not make an entry for it. 
When the cheques were returned by the bank, the bookkeeper de- 
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stroyed the cheque for $1,000, raised the $1,900 cheque to $2,900, and 
placed an "EC” in the bank statement opposite the $1,000 item to effect 
the raising of the $1,900 cheque to $2,900. In the Cash Disbursements 
Journal, he charged Accounts Payable and credited Cash for $2,900; 
and he posted $1,900 to the debit of Accounts Payable (subsidiary and 
control), $1,000 to the debit of Facrory Supplies Expense, and $2,900 
to the credit of Cash. Investigation of the "EC" on the bank statement 
led to the discovery of the manipulation. 

In order to prove the total of cheques cleared during the period, approved 
practice is as follows: 


Proof of cheques cleared: 

Balance, per bank statement, beginning of period . $ 56,042.10 

Add: Deposits per bank statements, footed .(1) 34l,B02.60 

$397~B 44/70 

Less: Balance per bank statement, end of period. 23,401.0B 

Cheques and debit memos cleared by bank during period, 

per bank statement, footed.(2) $ 374 , 443.62 


Outstanding cheques, beginning of period, list footed. $ 1,30 J .01 

Add: Disbursements during period per Cash Book, footed. ... 376,253.66 


1377,554.67 

Less: Outstanding cheques, end of period, per reconciliation. . . . 3,111.05 

Cheques and debit memos cleared during period— 

agrees with (2) above .(2) $374,443.62 

Reconciliation of receipts and deposits: 

Receipts during period per Cash Book, footed. $344,066.66 

Add: Deposits in transit, beginning of period. .1,004.04 

$345,070/70 

Less: Deposits in transit, end of period . 3,268.10 

Deposits per bank statement during period— 

agrees with (1) above. $341,802.60 


Under normal circumstances, this procedure eliminates the necessity for 
comparison of paid cheques with the bank statement. 

When a bank reconciliation statement—as originally prepared—does not 
agree with the books of the client, after taking the necessary adjustments 
into consideration, the auditor should not devote time immediately to the 
location of discrepancies. These discrepancies probably will be discovered as 
paid cheques—for other than the last month of the period—are compared 
with the Disbursements Record and as cash receipts are compared with 
deposits. 

7. Compare Paid Cheques unth Outstanding Cheques per Prior Bank 
Reconciliation and with the Cash Disbursements Book . Cheques bearing 
numbers indicating that they were outstanding at the end of the preceding 
audit should be checked off on the preceding bank reconciliation. Unticked 
items in the preceding reconciliation would indicate that those cheques are 
still outstanding. 

All paid, voided, and canceled cheques written during the period should 
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be obtained, even though the examination of them will be on a test basis. 
Paid cheques should be arranged so that they can be traced to the cash dis¬ 
bursements records. When cheques have been paid by the bank, they should 
not be returned to the company cashier or to anyone else in the organization 
who has access to unused cheques. If they were returned to the cashier, he 
could remove a fraudulently executed cheque made payable to himself or to 
a fictitious person and thus hide a fraud covered by depositing cash receipts 
and failing to enter the receipt, or by overfooting the Disbursements Rec¬ 
ord, or by creating a fictitious purchase. The extent to which cheques should 
be traced into the Cheque Record will depend upon the conditions of the 
audit, as set forth'in Chapter 6. 

All cheques issued during the period must be accounted for, including 
those that are voided and spoiled. The voided and spoiled cheques should 
be so mutilated that they cannot be used again and should be filed numeri¬ 
cally with the paid cheques. Cheques with altered numbers should be in¬ 
vestigated; usually, there is no reason for the alteration of cheque numbers. 
When a cheque is spoiled, or prepared and voided, a notation to that effect 
should be made in the Cash Disbursements Record, so that all cheque 
numbers are recorded therein. On his cash reconciliation working papers, it 
is common practice for the auditor to list the number of the last cheque of 
the period; this indicates to him the starting point on a succeeding audit. 
It is also necessary to account for all cheques in order to prevent the cashing 
of fraudulent cheques, with the subsequent overfooting of the Cheque 
Register in order to force bank balances into agreement with book balances. 
Cheques of higher-than-next-of-sequence number should not be used, and 
unused cheques must be guarded. 

Cheque dates and bank paid perforation dates must be compared. The 
date of the cheque must agree with the Cheque Register date; this is neces¬ 
sary in order to prevent submission of old cheques, which might mean that 
fictitious purchases were recorded and the money stolen, although the name 
of a regular creditor had been used in the Voucher Register and in the 
Cheque Register or the Cash Disbursements Journal. 

The name of the payee must be the same on the cheque, in the Cheque 
Register, and in the Voucher Register. If the name of the payee is not the 
same in these three places, an outside associate of an employee might be re¬ 
ceiving money under false pretenses on the basis of false invoices; also, it 
might indicate that some other creditor has been overpaid. 

As the cheques are traced to the Cash Disbursements Record, each entry 
in the record must be ticked; all unticked items, plus the cheques still un¬ 
cleared from the preceding reconciliation, then constitute the total out¬ 
standing cheques. In addition, the cheque must be ticked or stamped to in¬ 
dicate its examination and to prevent its later re-presentation. Not only must 
the auditor determine that all listed outstanding cheques were of proper 
amount, but he must also determine that there were no cheques outstanding 
which were not listed at any time and which have been presented since. This 
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is sometimes done by the auditor before he closes the engagement and after 
the cheques have cleared. 

If a cheque is for less than a cheque register entry, the cashier has a bank 
balance in excess of his book balance and is in a posirion whereby the writing 
of an unrecorded cheque will correct the discrepancy but will result in em¬ 
bezzlement if the cheque is written to himself, or if it is made payable to a 
fictitious creditor, or if an endorsement is forged by the cashier. 

The auditor must be familiar with the names and signatures of persons 
delegated to sign cheques. An auditor is not responsible for the detection of 
forged cheques; if signatures clearly are improper, the attention of the client 
should be directed to that fact. 

If the audit of cash is performed after the close of the period, all disburse¬ 
ments for the interim between the end of the fiscal period and the date of 
the audit should be verified to be certain of the balance at the end of the 
fiscal period and to make sure that a period-end shortage did not exist. 

In those concerns where the client is both a debtor and a creditor with 
respect to one party, a net cheque may be issued for the balance of the 
contra transactions. In these cases the auditor must compare the paid cheque 
with the Disbursements Record and must also examine the related entries 
in the cash receipts records to ascertain the correct amount of the cheque. 
Frequently, a cheque will be prepared in the name of a creditor-payee who 
is also a debtor; the cheque is not mailed to the creditor, because he is ad¬ 
vised of the offset debtor-creditor entry. Such cheques will be entered as a 
charge to Cash and a credit to the receivables and will be endorsed for de¬ 
posit to the credit of the issuer; banks ordinarily accept cheques prepared 
and endorsed in this manner. The point of importance for the auditor is to 
ascertain that a credit entry exists for all cheques so prepared and deposited. 
If a credit entry does not appear, it may be that currency equivalent to the 
amount of the cheque was stolen and the cheque deposited in its place. 

Proper endorsement implies that a transaction has been completed in the 
intended manner. Endorsements should be examined, and all questionable 
endorsements should be listed for investigation. In those instances where 
paid cheques are not endorsed or are improperly endorsed, they should be 
returned to the bank for correction. There is disagreement as to the ad¬ 
visability of attempting to review endorsements, on the basis that all endorse¬ 
ments are guaranteed by the banks involved. However, thete-ttijfc>minty in¬ 
stances where the examination of endorsements has led to the conclusion 
that such examination was worth the effort. The majority of cheques are 
endorsed for deposit, and the auditor should fully satisfy himself of the 
propriety of the disbursement if endorsements are for other 

Double endorsements should be examined, particularly when the cheques 
are made payable to individuals and the second endorsement is that of a 
company employee. It is most unusual for business concerns to endorse 
cheques they receive to another party; a cheque may be issued in the name 
of a regular creditor for the payment of a fictitious invoice or in duplicate 
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payment of a legitimate invoice. If the cheque is endorsed in blank with a 
rubber stamp, or if it is endorsed to another party, both endorsements should 
be thoroughly investigated and all supporting evidence of the underlying 
transaction examined; the fact that there is more than one endorsement 
should place the auditor on the alert. If cheques are issued in the name of 
two parties, both endorsements must be present. 

ILLUSTRATION. Grain growers often have crop-mortgage loans with 
credit-granting agencies. A flour mill issues grain-purchase drafts. One 
grain-purchase draft was issued to a producer and to the Farm Security 
Administration; it passed through two banks without the Farm Security 
Administration endorsement. Investigation showed that the producer 
had intentionally by-passed the Farm Security Administration. The first 
bank handling the draft was forced to pay the Farm Security Adminis¬ 
tration $2,000. Eventually, the bank collected from the producer, but 
with considerable expense and inconvenience. 

To summarize, paid cheques must be examined for consecutive number¬ 
ing, dates, payee, signatures, bank paid dates, and endorsements. This usu¬ 
ally is done at the time the cheques are traced to the disbursements records, 
where payee, dates, and amounts must agree. 

8. List All Cheques Payable to the Order of Cash, Bearer, Payroll, Banks, 
Officers and Employees, etc. All cheques made payable to the order of the 
above listed names and persons—known and unknown—should be listed 
and fully investigated, the endorsements carefully examined, and the pur¬ 
pose for which the cheques were issued fully vouched into the records. 

There is never any reason for preparing a cheque payable to the order of 
"Cash” or "Bearer"; however, cheques are so prepared, especially when funds 
are advanced on the personal accounts of officers, who then cash them from 
available funds. The proper accounting procedure is to make the cheque 
payable to the officer or employee, have him endorse it, and then cash it. 
When cash is given officers and charged to their personal accounts, the audi¬ 
tor should have the officer examine his account and approve it in ink. 

ILLUSTRATION. The vice-president in charge of sales travels exten¬ 
sively; he maintains a Personal account which has no relationship to the 
traveling expenses incurred; the balance of rhis account is offset against 
his bonus at the end of each year. When he requisitions money for per¬ 
sonal use, he orders that the cheques be drawn to "Cash," cashed out of 
available funds, and charged to his Personal account. When he travels, 
he follows the same procedure but orders the withdrawn money charged 
to the Traveling Expense account. A voucher is given him for each 
personal withdrawal; these vouchers he places in a drawer of his desk. 
During the course of the audit the auditor examined all cheques drawn 
to the order of "Cash" for the vice-president’s personal use and for his 
traveling expenses; the cheques charged to his Personal account were 
compared with the vouchers given the vice-president. Three vouchers 
were issued at dates when the vice-president was traveling at distant 
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points. The Cashier-bookkeeper admitted that he had withdrawn money 
for himself and had placed the vouchers in the vice-president’s desk; 
the total involved was $ 1,200. 

Cheques drawn to the order of Payroll” should be compared with the 
periodic net cash payroll, as expressed in the Voucher Register or Payroll 
Journal. If a fund is maintained for paying terminated employees, one of 
two situations may prevail: (a) the fund may be separately reimbursed; or 
( b ) the net cash payroll may include the amount already paid the terminated 
employee, in which case the auditor must ascertain that the excess in the 
payroll cheque was transferred to the fund for terminated employees. 

ILLUSTRATION. A company maintains a fund for payroll advances and 
for the payment of terminated personnel. Employee No. 144 severed 
his employment and was paid the wages due him from this fund. At 
the next regular payroll date, employee No. 144 was included in the 
regular payroll; a cheque was prepared for him. Later, the fund 
custodian obtained this final cheque, forged an endorsement, cashed it 
at a grocery store, and—in reimbursing the fund—charged the wages 
of employee No. 144 to an expense account. 

In connection with cheques made payable to the order of officers and em¬ 
ployees, the auditor must exercise care in the examination of the records for 
the first several days of the period subsequent to the balance sheet date. Oc¬ 
casionally, when officers and employees are indebted to a company, they will 
issue their personal cheques to eliminate their indebtedness at the end of the 
period. Immediately after the opening of the new period, they will reinstate 
their loan by drawing a company cheque. Where the intent is obviously to 
misstate a true situation, the auditor should reverse the year-end entries and 
in the statements show the loan or advance to the officers or employees, and 
reduce the cash balance. 

9. List and Investigate Cheques Long Outstanding. All cheques outstand¬ 
ing for more than two months should be separately listed by the auditor and 
reported to the proper officer of the client. The payee of the long-outstanding 
cheques should be notified of their non-presentation. If a duplicate cheque 
is issued, payment must be stopped on the original cheque; the auditor must 
be certain that accounting entries were not duplicated when the duplicate 
cheque was issued. 

If cheques are outstanding for a considerable time, and if payment is 
stopped at the bank and a duplicate check not issued, the cheques should be 
written back into the accounts by a debit to Cash and a credit to the Reserve 
for Outstanding Cheques (a liability) or a credit to a non-operating income 
account. Some accountants prefer one credit, some another. The author pre¬ 
fers a credit to non-operating income, because usually the sums involved 
are not large and a special liability therefor need not be created; also, an 
income usually is realized. In some instances, however, an investigation of 
outstanding cheques proves that the cheques never were mailed; therefore, 
a liability still exists. 



206 • AUDITING: PRINCIPLES AND PROCEDURE [Ch. B 

ILLUSTRATION. The importance of investigating long-outstanding 
cheques may be exemplified as follows: Among the outstanding cheques 
at October 31, 1951, were three cheques issued as follows: 


January 10, 1951 .$18.60 

February 18, 1951 . 24.30 

April 9, 1951 . 13.20 

Total.$56.10 


The cashier decided to appropriate the $56.10; he eliminated the three 
cheques from the outstanding list, which placed his bank balance 
$56.10 above the Cash ledger account balance. He then prepared a 
cheque payable to ’ Cash” for that amount, cashed it from available 
funds, marked the cheque "Voided’’ in the Cash Disbursements Journal, 
and then claimed that the cheque must have been destroyed in the of¬ 
fice. The auditor followed the procedure illustrated on page 201 and was 
out of balance $56.10; he then checked cheques against the bank state¬ 
ment and discovered one bank statement debit for $56.10. 

10. Vouch Disbursements in Cash Disbursements Journals for Debits to 
Accounts Other than Accounts Payable. When the system of accounting is 
such that entries other than debits to Accounts Payable are recorded in the 
cash disbursements journals, the other disbursements should be examined 
carefully for authenticity of invoice, approval for payment, and correctness 
of recorded amount. 

The procedures for the verification of cash disbursements were discussed 
in Chapter 6. A summary of the proof of disbursements may be prepared 
as shown below: 


Debit Credit 

Vouchers payable at beginning of year per ledger. $xxx 

Credit tD Vouchers Payable for period . xxx 

Deduct: Amount due a.s debtor in settlement of amount 

due as creditor.$xxx 

Vouchers settled by notes . xxx 

Purchase discounts taken. xxx 

Unpaid vouchers at close of period, as shown by reconciliation 

of vouchers payable with balance per General Ledger .... xxx 

Balance, Dr cash disbursements for period, per ledger.xxx 

$xxx $xxx 


11. Compare Daily Receipts Entries with Duplicate Deposit Tickets, 
Bank Statements, Invoices, Cash Register Tapes, Sales Slips, etc. Assuming 
that all cash receipts are deposited in daily total received, the duplicate de¬ 
posit tickets must be checked with the total of the sales slips, corrected cash 
register tapes, or duplicate copies of paid invoices, or with controlled remit¬ 
tance lists, and compared with the entries in the Cash Receipts Book and 
with the bank statement. If a bank passbook is used in lieu of the bank 
statements, it must be borne in mind that passbook entries are not authorita¬ 
tive evidence. The point to be remembered is that the entries in the Cash 
Receipts Book might agree with the bank statement credits, but the cash 
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deposited might be short of the amount received. Duplicate deposit tickets 
should be footed unless they are definitely controlled, since they might be 
underfooted to agree with an understated Cash Receipts debit, thus leaving a 
bank balance in excess of the ledger balance and thereby paving the way 
for the execution of a fraudulent disbursement. 

The auditor must be certain that cash shown to be deposited on the last 
day of the fiscal period according to the Cash Receipts Book actually was 
deposited in the bank if the bank has not credited the deposit according to 
the bank statement. If fraud exists by the manipulation of cash receipts, 
receipts frequently will be deposited without recording them in the cash 
records; thus, a shortage is covered by bringing the cash in the bank into 
agreement with the cash according to the records. Therefore, the duplicate 
deposit tickets for the last several days of the period should be compared 
with the bank statement and checked against the entries in the Cash 
Receipts Book to ascertain that all receipts agree with deposits and to 
ascertain the existence or non-existence of lapping. A lapse of more than 
one day plus holidays may lead to the discovery of lapping. When receipts 
are banked and not recorded toward the close of the period, in order to cover 
a shortage, they will be recorded early in the following period, thus subse¬ 
quently leaving short the cash balance in the bank. 

All receipts for several days after the end of the period should be traced 
into the bank. If cash receipts are entered as of the end of the year but were 
received in the new year, the auditor should reverse the entries; otherwise, 
an inflated year-end cash position is shown. 

ILLUSTRATION. The bookkeeper held the Cash Receipts Book open to 
January 5, 1952, and recorded all receipts through that date as Decem¬ 
ber 31, 1951, receipts. The bookkeeper claimed that he was so pressed 
for time that he did not have the opportunity to bank the receipts until 
January 6, 1952. A confirmation of the receivables proved that all 
receipts recorded to January 5, 1952, were open at December 31, 1951. 
The auditor reversed the entries and showed a bank overdraft of $18,000 
at December 31, 1951. 

The test period for checking deposits into the bank depends upon the 
circumstances of the audit and the effective control over cash receipts. At 
least one month s transactions should be traced, preferably the last month of 
the fiscal period. For the remaining months the auditor should compare 
total monthly receipts with the total deposits of the bank statements. It must 
be remembered that the comparison of the monthly total receipts of the 
footed Cash Book with the deposits as shown in the bank statement shows 
only that the two sets of figures either are in agreement or are not in agree¬ 
ment. 

12. Examine the Treatment of Customers’ Cheques Returned by the 
Bank. When a cheque of a customer, deposited in the bank, is returned by 
the bank to the depositor with an attached notation "Account Closed/' "Not 
Sufficient Funds,” or "No Such Account,” that cheque should serve as the 



208 • AUDITING: PRINCIPLES AND PROCEDURE t ch - 8 

basis of an accounting entry charging Accounts Receivable and crediting 
Cash. Some companies use a special account—Cheques Returned by Bank 
for returned cheques so that the items may be closely followed. The maker of 
a returned cheque should be notified at once of the action of the bank. Im¬ 
proper treatment may lead to confusion or to fraud. 

ILLUSTRATION. The bank returned a cheque to the depositor with the 
notation N.S.F. The depositor’s bookkeeper charged Accounts Receiv¬ 
able and credited Cash; he then called the maker, who told him to re¬ 
deposit the cheque in five days. In the interval the bookkeeper extracted 
an equal amount from cash receipts; he then redeposited the cheque 
but made no entry. Later, he charged the account receivable to the 
allowance for bad debts. The auditor traced the transaction and called 
for the N.S.F. cheque, but was told that it had been destroyed. A re¬ 
quest to the maker and the tracing of the entries on the bank state¬ 
ment disclosed the fraud. 

The auditor should request the banks to notify him directly of all unpaid 
cheques from the balance sheet date to the conclusion of the audit. This is 
necessary not only to examine the treatment of returned unpaid cheques but 
also to detect kiting. 

13. Obtain Confirmation of Deposit Tickets as to Detail for a Fetu Days 
before and after the Close of the Period. The auditor should compare the 
detail of cash receipts as shown by the Cash Receipts Record with the detail 
of the confirmed duplicate deposit tickets for the last few days of the audit 
period and the first few days of the subsequent period. He should mail these 
duplicate deposit tickets to the bank and request direct confirmation of the 
detail appearing therein; this request is in addition to the material requested 
in the letter of confirmation, Illustration 22, page 192. 

Because a bank cannot be expected to allot excessive time to checking the 
duplicate deposit tickets of its customers—in this case the client of the audi¬ 
tor—the client should carefully control its duplicate deposit tickets by not 
permitting them to be returned to the cashier or the bookkeeper. Duplicate 
deposit tickets are easily altered. 

Deposits in transit must be traced to the next bank statement, or direct 
confirmation of deposits should be obtained from the bank. Items in transit 
should reach the bank in a day or two at the maximum. If more than normal 
time elapses, it may indicate that cash has been received and charged on the 
records of the client and temporarily borrowed by an employee by a system 
of lapping (see section 17, below). Occasionally, when a cash receipt is not 
deposited, the cashier will make the statement that advances for salaries, 
traveling expenses, etc., were made from the receipts and that the cashier 
is waiting for reimbursement for those items before making the deposit. The 
excuse probably is not the truth; and, even if it is the truth, the attention of 
the client should be called to this undesirable practice. 

Cash deposits made by branches on the last day of the year but not taken 
up by the home office on the same day owing to transportation should be 
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considered as home office receipts as of the last day of the period. Transit 
items, if not carefully traced by the auditor, may cover fraud through kiting. 
Some companies carry a Cash in Transit account which is charged with cash 
on its way to the home office and credited when the money is received. If a 
customer notifies the company that he is paying a bill, Cash in Transit 
should not be charged; no entries should be made until the cash is re¬ 
ceived. 

14. Examine Cash Receipts for Bona Fide Nature. In rhe verification of 
cash receipts and disbursements, in addition to the procedures discussed in 
Chapter 6 and in this chapter, care must be exercised to ascertain that the 
recorded receipts are bona fide receipts. If the control over cash is inadequate, 
or if currency disbursements are made from cash receipts, the audit of the 
receipts is more difficult; and the proof of posting accuracy should be con¬ 
ducted with extreme care, since the desire is to discover account credits 
which are not supported by cash debits in the receipts records. 

In auditing receipts by tracing accounts receivable credit postings, a 
systematic test pattern must be developed which may be followed from year 
to year. Either a block of the accounts may be selected, or the test may be on 
a random basis. If a complete verification is given a selected block of the 
accounts in one year, the pattern might be so developed that all accounts 
receivable in the ledger will be verified over a few years. A random test 
might be constructed on the following lottery basis, assuming a 25 per cent 
test per year. For a 25 per cent test the lottery would not be of parcels of 25 
per cent each; more probably, the lottery would be 100 parcels of accounts, 
each parcel being 1 per cent, of which 25 parcels would be drawn each 
year, regardless of which section of the ledger was recently tested. There 
would be some overlap, but no design on the part of employees could 
anticipate the auditor; and—if 25 per cent is large enough—any 25 per 
cent selected would be favorable to the auditor. In his working papers the 
auditor must fully indicate the ledger sections tested. 

In tests of this nature, many accountants believe that it is advisable for 
the auditor to refrain from ticking ledger and cash records entries, so that 
employees of the client will not realize which sections were tested—either 
on a block or on a random sample basis. This view is based on the as¬ 
sumption that, if a dishonest employee realized which sections were tested, 
and if he expected that different sections would be tested in succeeding 
audits, he would operate his false entries through the sections recently 
tested. However, if the test is on the basis of 25 parcels of 1 per cent each, 
the employee could not possibly guess where the test would fall; therefore, 
there is no objection to ticking the tested items. The audit code legend need 
not be divulged to the client, so that the employees would not know the 
meaning of the particular markings used in the Accounts Receivable 
Ledger and in the cash records. 

15. Determine Proper Cash Receipts and Cash Disbursements Cutoff. 
The auditor must ascertain that all cash received and disbursed up to the 
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end of the fiscal period has been entered in the cash records before they are 
closed for the period. Cash receipts, if entered on remittance lists and held 
until the succeeding period, will be disclosed when bank reconciliations are 
prepared. Cash receipt and disbursement transactions mada after the close of 
the fiscal year must not be shown as transactions of the yeir under examina¬ 
tion. J 

Some concerns will hold open the cash receipts and disbursements 
records, or either of them, for a few days after the end of the period. The 
intent in such instances is to present a more favorable cash position, or a 
larger income, or a smaller accounts payable position. In some cases, cheques 
are prepared payable to creditors and entered as cash disbursements, with 
no intention of mailing the cheques for several days or weeks after the 
end of the period. The auditor should reverse these entries by charging 
Cash and crediting Accounts Payable. J 

Cash investments by proprietors, made at the close of the year, have the 
effect of increasing current assets and capital. If these investments are with¬ 
drawn immediately after the beginning of the new year, the intent is 
obviously one of 'window-dressing” the balance sheet; and the auditor must 
correct the period-end statements. The auditor also must watch current 
ratios and their manipulation, especially when bond indentures require the 
maintenance of specified minimum ratios; the client may attempt to manip¬ 
ulate figures or otherwise resort to questionable practices in order to obtain 
the desired results. These are unrecognized practices, and the auditor must do 
everything in his power to persuade the client to desist. In his working 
papers and in the financial statements prepared for the client, the auditor 
will show the true cash position at the close of the period, just as though 
the cash books had been promptly closed and no transactions entered which 
had as, their objective the alteration of the statements. 

16. Test Discounts. As indicated in Chapter 6, the auditor must test 
the cash receipts records to determine that sales discounts and transporta¬ 
tion allowances are not overstated and cash stolen from cash receipts to 
cover the overstated discount. 


ILLUSTRATION. The sales discount terms of a company are uniformly 
2/10, n/30. An examination of the Cash Receipts Journal leads to the 
investigation of the following discounts: 


Item 

Cash 

Dr. 

Sales 

Discount 

Dr. 

Accounts 

Receivable 

Cr. 

1. 

$1,1B4.46 

$ 62.34 

$1,246.80 

2. 

B29.44 

34.56 

B64.00 

3. 

3,317.50 

102.60 

3,420.10 


Remittance lists are compared with the Cash debit entries; and the dis¬ 
covery is made that item 1 was paid at a 2 per cent discount but re- 
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corded as 5 per cent, that item 2 was paid at a 2 per cent discount but 
recorded as 4 per cent, and that item 3 was paid at a 2 per cent dis¬ 
count but recorded as 3 per cent. The toral of the recorded discounts is 
1199.50, and the discounts taken are $110.61; the theft of $B8.B9 was 
covered by extracting cash from cash receipts. 

A discount taken in excess of the regularly granted amount does not 
necessarily indicate theft—if the customer exceeded his privilege, and if 
the client permitted the customer to take the excessive discount. In such 
instances the auditor should request an official approval of these excess 
discounts. If customers take discounts after the discount period, and if the 
client does not object to the procedure, there is no action to be taken. It is 
simply an abused privilege. 

Discounts earned by the client must be investigated as to the possibility 
of deliberate understatement compared with the amount earned and the ex¬ 
traction of cash of equal amount from cash receipts. 

17. Test for Lapping. Evidences of lapping may be watched for in 
connection with the audit of cash or of accounts receivable. As pointed out, 
lapping is practiced in connection with the accounting for customer re¬ 
mittances. When lapping is practiced, the guilty person normally exercises 
special care to be certain that the cash bank balances agree with the cash 
ledger balances, so that a surprise count will not uncover a discrepancy be¬ 
tween the two. The guilty person, therefore, always is certain that each 
deposit ticket in total equals the recorded receipts in total. 

If the amount of a lapping shortage is decreased, either currency or a 
personal cheque of the defaulting cashier or bookkeeper must be deposited 
to reduce the shortage. 

If a remittance deposited is greater than the amount of the lapping 
shortage, the difference must be stolen—or an account other than Accounts 
Receivable credited—or the ledger balance and the bank balance will again 
be out of agreement. 

To detect lapping, bank deposit tickets, in their detail, must be matched 
with entries in the Cash Receipts Book. The failure to record a bank deposit 
in the Cash Receipts Book is indicative of the lapping process. Later, there 
will be an entry in the Cash Receipts Book and no matching amount on a 
deposit ticket. From Illustration 26, the reader will ascertain that a matching 
of deposit tickets with cash receipts entries would reveal the irregularities. 

18. Test for Kiting. The process of kiting was explained in Chapter 4 
(p. 89). The auditor must be certain that paid cheques and cheques re¬ 
turned because of insufficient funds have not been made accessible to the 
cashier or to another employee who had the opportunity to overstate a 
bank balance temporarily through the deposit of a fictitious cheque. 

Cheques representing interbank transfers of funds should be fully in¬ 
vestigated in order to detect the possibility of kiting. When a cheque is 
drawn on one bank and deposited in another bank, the entry crediting the 
bank on which the cheque is drawn will be omitted if kiting exists. There- 
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Illustration 26 

LAPPING DEMONSTRATION 


Dace 

Composition 

Cus¬ 

tomer 

Actual 

Collection 

Cash Receipts 
Book Entry 

Deposit 

Ticket 

May 1 

Currency 

A 

$ 300 00 




Cheque 

fl 

246 21 

B $ 246 21 

B $ 246 21 


Cheque 

C 

195 30 

C 195 30 

C 195 30 


Cheque 

D 

46 10 

D 46 10 

D 46 10 


Total, May 1 


$ 787 61 

$ 4B7 61 

$ 4B7 61 

2 

Currency 

E 

$ 150 00 




Cheque 

F 

247 10 

F $ 247 10 

F $ 247 10 


Cheque 

G 

B69 20 

G B69 20 

G B69 20 


Cheque 

H 

698 30 

H 69B 30 

H 69B 30 


Total, May 2 


$1,964 60 

$1,814 60 

$1,814 60 

3 

Currency 

I 

$ 249 00 


I $ 12B B5 


Cheque 

J 

321 15 


J 321 15 


Cheque 

K 

126 51 

$ 126 51 

K 126 51 


No collection 



A 300 00 



No collection 



E 150 00 



Total, Miy 3 


$ 696 66 

J 576 51 

$ 576 51 

4 

Currency 

L 

$ 19B 00 


L $ 10 B1 


Cheque 

M 

465 IB 


M 465 IB 


Cheque 

N 

111 11 

N J 111 11 

N 111 11 


Cheque 

O 

94 16 


O 94 16 


No collection 



I 249 00 



No collection 



J 321 15 



Total, May 4 


$ B68 45 

$ 681 26 

$ 6B1 26 








The misappropriated amounts may be summarized as follows 


Date 

Collections 

Receipts 

Entered 

Mi sap 
pi opnared 

May 1 

$ 7B7 61 

$ 487 61 

$300 00 

2 

1,964 60 

1,814 60 

150 00 

3 

696 66 

576 51 

120 15 

4 

B68 45 

6B1 26 

187 19 


fore, when there is a transfer of funds, the Cash credit portion of the entry 
must be carefully examined and matched with the offsetting bank deposit. 

ILLUSTRATION On December 31, 1951, the cashier deposits in the 
City Bank a cheque for $10,000, the cheque was drawn on the State 
Bank, in another city No entry is made for the deposit or for the with- 
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drawal until late in January, 1952. Because the cheque did not dear 
the State Bank until January 3, 1952, and because the bank balances 
actually were $10,000 short, the bank balances at December 31, 1951, 
are brought up to agreement with the ledger account balances. 

To detect kiting, the detail of the confirmed duplicate deposit tickets ob¬ 
tained directly from the bank should be compared with the entries in the 
Cash Receipts Book; or a surprise count and reconciliation of cash at a 
date later than the end of the period will reveal the practice. 

An important part of cash verification lies in ascertaining the correctness 
of outstanding cheques. If outstanding cheques are omitted from the 
reconciliation, a shortage may be covered, since shortages can be covered 
by understating outstanding cheques, because the effect is to show a larger 
than actual adjusted bank balance. 

Thus, the examination of records of the subsequent period for items ap¬ 
plicable to the audit period is important to the maintenance of Standard 
No. 12 (seep. 215). 

19- Investigate Bank Overdrafts. Occasionally, bank overdrafts occur 
at the end of the period. The overdraft may actually exist in the bank, or it 
may only be an apparent overdraft on the books of the client; in the latter 
case, it is the result of liquidating liabilities in anticipation of cash receipts 
to be deposited in time to cover the cheques issued in payment of the 
liabilities. If the cheques have not been mailed, the auditor should charge 
the Cash account and credit the proper liability account; if the cheques 
have been mailed, they must be treated as outstanding, whether or not a 
true overdraft is thereby created. 

20. Verify Special Funds. A client may maintain special funds, a few 
of which are as follows: 

a) Petty cash and change funds. 

b) Travel expense funds for salesmen. 

c) Payroll funds—in the office and/or in separate bank accounts. 

d) Employee savings funds. 

e) Dividend funds, against which dividend cheques are issued. 

/) Interest funds, against which coupons are cashed or interest cheques 
written. 

g) Sinking funds—if under control of the client. 

h) Funds held in trust (1) from the collection of income from the fund 
assets, (2) from the collection of rents, and (3) from the sale of mer¬ 
chandise under guaranty, refund, etc., contracts. 

i) Restricted funds arising from the assignment of notes and accounts re¬ 
ceivable. 

j) Funds that have not been segregated on the books of the client but 
legally or contractually are separable. 

Every separately recorded fund should be examined—for its cash content 
—in the same manner as set forth in the preceding chapter for petty cash. 
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If special funds have been intermingled with other funds or with general 
cash on the books of rhe client, each fund should be segregated for financial 
statement presentation. 

In isolated instances, there may be hidden funds for which there is no 
book record. When such funds exist, they usually arise from such sources as 
quantity rebates, refunds, sales of fully depreciated assets, sales of scrap, etc. 
An examination of underlying contracts, letters, etc., and casual conversa¬ 
tion and questions usually reveal these hidden funds, which the auditor 
must take up in his records, and which he should insist that the client take 
up if a report is to adhere to the standards of professional ethics. 

21. Verify Cash in Domestic and Foreign Branches . Cash in foreign 
banks or branches should be converted to domestic dollars at the balance 
sheet date, using the current rate of exchange at that date. One of two 
conditions will exist at the balance sheet date if the domestic dollar is not at 
par on that date: (a) the dollar will be at a premium, or ( b) it will be at a 
discount. If the dollar is at a premium, the loss should be shown as a non¬ 
operating expense in the income statement (or charged to the reserve 
described below). If the dollar is at a discount, with the result that the dollar 
value of the foreign funds is greater than book value, the appreciation 
should not be shown as income but should be credited to an account en¬ 
titled Reserve for Foreign Exchange Fluctuations. 

Cash in domestic branches is verified in the customary manner. Deposits 
ostensibly in transit must be fully confirmed and the credit entry verified, in 
order to detect kiting. 

22. If Required or Advisable, Reconcile the Cash Again at a Date 
Subsequent to the Close of the Period. Second reconciliation preparation 
has been demonstrated in the bank reconciliation section of this chapter. 
Prior to closing the audit, it may be required or advisable to count the cash 
again and prepare a second reconciliation. This is on the basis that the year- 
end reconciliation has not been or could not be followed through to the 
subsequent cutoff date. 

All accountants are in agreement that a cutoff reconciliation should be 
prepared on the basis of following through the year-end reconciliation (in 
this case the cash is not re-counted). 

The procedure in preparing the second, or cutoff, reconciliation is as 
follows: 

Request direct return of the after-the-close-of-the-period cutoff bank 
statement and paid cheques r o that date, and then: 

a) Trace year-end deposits in transit to the cutoff bank statement. 

b ) Compare paid cheques returned with the cutoff statement with the 
year-end outstanding list. 

c) Investigate all cheques not cleared and all customers’ cheques re¬ 
turned. 

d) Control and count the cash, and prepare a second reconciliation. 

If a surety policy specifies a second count and reconciliation, or if the 
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audit is conducted according to the requirements of the New York Stock 
Exchange, the procedure of count and reconciliation must be followed. 

Cash in the Balance Sheet 

Under the caption of "cash on hand and in bank" in the balance sheet 
should be included unrestricted and freely withdrawable deposits, cash 
and cash items on hand awaiting deposit, and the cash balances in funds 
such as petty cash, change funds, etc. 

Cash accounts in foreign banks may be included in the "cash on hand and 
in bank” among the current assets, at the rate of exchange prevailing at the 
balance sheet date, if the funds are unrestricted either by the depositor or by 
governmental action. 

If bank funds are restricted from freedom of withdrawal brought about 
by deposits in closed banks, rendered judgments, bid deposits, rent deposits, 
utilities deposits, deposits on contracts, funds in escrow, trust fund balances, 
etc., the funds should not be included in the balance sheet under the caption 
of "cash on hand and in banks.” Each restricted amount should be shown 
in its proper classification in the balance sheet, together with a statement 
of such restriction appearing as a balance sheet footnote, if necessary. 

An overdraft should be shown m the balance sheet as a current liability. 
If two or more bank accounts are used, an overdraft in one bank theoretically 
should not be offset on the balance sheet by balances in other banks, thus 
showing a net cash-in-bank amount. In practice, however, it is customary to 
use the principle of offset if the balances are freely transferable as working 
funds from one account to another. 

Standard No. 12 

Based upon the auditing procedures set forth and developed in this 
chapter and in Chapter 7, the following standard for cash is presented: 

No. 12. "All cash receipts and cash disbursements must be properly 
accounted for; and there must be determination by count, confirmation, and 
other auditing procedures that the cash on hand and on deposit in banks 
and other depositories is correctly stated and properly presented in the 
balance sheet." 

Internal Control Questionnaire for Cash 

Illustration 27 presents an internal control questionnaire for cash. It is 
arranged on a receipts and disbursements basis. 

QUESTIONS AND PROBLEM5 

1. Outline the steps necessary for an audit of cash in the bank in the usual 
verification of that account. 

2. A company has bank accounts in New York, Chicago, St. Louis, and New 
Orleans. Transfers of funds between these banks are common, depending 
upon where the cash balances are plentiful and where they are low. If you 
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INTERNAL CONTROL QUESTIONNAIRE 

Cash 

Yes 

No 

Not 

Appli¬ 

cable 





Carh Rece/pts: 




1. Are bank accounts properly authorized by the board of directors? 




2. Is che mail opened by a person who does not prepare the deposit? 




3- Is the mail opened by a person who does nor have access to the Ac- 




counts Receivable Ledger? 




4- Does rhe employee who opens che mail list che receipts in detail? 




5. Are the listed mail receipts compared with che cashier's records by 




an independent person? 




6. Are cash receipts deposited daily and intact? 




7. Are cash receipts journalized and posted when received? 




B. Are receipts from cash sales supported by invoices, cash register 




tapes, sales tickets, inventory release tickets, etc., in order to prove 




the receipts? 




9. Are cash sales proofs verified by a person who does not receive the 




cash? 



— 

10. Are miscellaneous cash receipts from dividends, inrerest, rents, etc.. 



independently controlled? 

— 



11. Does the person who prepares the bank deposit also deposit the 



cash? 




12. Are the duties of the person who deposits the cash of such a nature 




that he would have access to the Accounts Receivable Ledger or 




statements to customers? 




13- Is the duplicate deposit ticket, stamped by the bank, returned tD 

— 



the person who prepares the deposit? 



14. Are bank-stamped duplicate deposit tickets compared with che 




Cash Receipts Book? 

! 



13- Are persons who handle cash bonded? 

i 



16. Are persons in other departments, who might participate in receipts 




irregularities, bonded? 




17. Are postdated cheques recorded when received? 




IB. Are postdated cheques held in safekeeping? 




19. Are returned customer cheques delivered to the person who pre- 



, 

pared che bank deposit? 




20. Are returned customer cheques ever redeemed by an employee? 




21. If the answer cd Question 20 is ‘yes,’' does the employee making 




the redemption have access to cash receipts, the Accounts Receivable 




Ledger, or customer statements? 




22. Are non-cash negotiable securities in the custody of a person re- 




sponsible for cash receipts? 
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INTFRNAL CONTROL QUESTIONNAIRE 
Cash 


Yes 

No 

Not 

Appli¬ 

cable 


- 



23 Are branch collections deposited in a bank ar rhe branch location 



subject to withdrawal by home office only? 




24 Are hank statements mailed directly by the bank at the branch 




location to the home office? 




25 Does an) person in the cishar s department 




a) Prepare sales in\Dues? 

— 

— 


b') Keep the sales records? 


r) Have access ui the Accounts Receivable LedgeP 




tl') Have access to customers statements? 




*) Authorize credit extension? 




/) Approve discounts returns or allowantes? 




g) Sign notes payihle? 




A) HavL any collection duties? 




t) Prepare sign or null cheques? 

— 



Ca\h Dnbunementi 



1 ^re all cheques prenumbend bv the punter? 

- 


2 Are spoiled cheques retained and properly hied? 

3 Art. voided cheques mutilated in such a manner as to prevent their 



re use? 




4 Are cheques made payable to Cash Deirer Currency, etc? 

— 

— 

— 

5 Is a cheque protector used? 

6 Are unused cheques properly controlled? 

7 Are persons who sign cheques other than chose who 
a) Handle petty cash? 


— 




A) Approve disbursement voucheis? 




c) Record Lash receipts? 




t/) Post to the ledger lccounts? 



B Are LhLques mailed by persons indicated in Quest! in 7? 




9 Are persons who sign cheques designated by the board of directors? 




10 If signature reproduction stamps an used, 15 the signature machine 




piopLrly controlled? 




11 Have banks been instructed to cash no cheques payable to the 




order of the company? 




12 Are blank cheques ever signed in advance? 




13 Are cheques countersigned? 




14 When cheques are presented for signatures, are vouchers and in- 




voices also presented? 




15 Are vouchers and invoices mutilated at the time of payment? 
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INTERNAL CONTROL QUESTIONNAIRE 

Cash 


Yes 

No 

Not 

Appli 

cable 





16 Can an invone nr voucher be presented for payment two or more 




times? 




17 Does one person prepare cheques and approve mvoiLLs? 




18 Are bank accounts reconciled at least onLe eaLh month? 




19 Are bank statements and paid LhLques sealed by the bank and 




delivered direLtly to tin person preparing the reconciliation? 




20 Do the duties of tin person preparing the bank reconciliations 




include 




a ) Signing the cheques? 




h) Recording cish transactions? 




0 Handling Lash? 




21 Does the person who reconciles the bank account 




a) ALLOunt f >r all Lhi_quL numbers? 




b') Examine signatures? 

— 



0 Examine endorsements? 



lI ) Examine payee s namt? 


i) Examine dates? 

— 



22 Are transfers of funds from one bank account to another promptly 

- 


reLorde 1? 


23 Are cheques bearing impi oper endorsements leturned to the bank 




for LnriLCtion? 




24 Are long outstanding cheques properly f >11 iwed and c inn oiled? 




25 Are stop payment notices un outstanding cheques properly con 




trolled? 


Prepared by. 

Date _ _ 


Reviewed by. 
Date_ . 


were in New Orleans, how would you proceed to verify the balances at a 
given date'* 

3 William Gibbon owns 80 per cent of the capital stock of the Gibbon 
Corporation He serves as president, treasurer, and secretary He maintains 
a Personal account on the books of the corporation Whenever he requires 
personal cash, he takes customer remittances, deposits them in his private 
bank account, and instructs the company bookkeeper cashier to charge his 
Personal account and to credit Accounts Receivable Is this procedure satis¬ 
factory? Give reasons for your answer 
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4. A client refused to request a bank confirmation for an auditor and also re¬ 
fused to permit the auditor to write for or go in person for a certificate. He 
told the auditor that he knew his cashier was honest, that the bank statement 
gave the account balance at rhe close of the period, and that it would there¬ 
fore be foolish to bother the bunk. Do you consider the client correct or in¬ 
correct in his reasoning? Give reasons for your answer. 

5. On December 31, 1951, your client had a $10,000 overdraft at the bank. 
He held the Cash Book open for a week in January, 1952, during which time 
he collected |40,000 from customers. All of rhese collections were recorded 
as of December 31, 1951. On February 1, 1952, you started the audit of the 
company records. The books of the client showed a December 31, 1951, 
bank balance of $30,000. What course would you follow? 

6. How should cash in transit be verified? 

7. On the balance sheet date, the company under audit has a brge amount of 
undeposited cash and cheques received on the last day of the period. What 
procedure would you follow in auditing these amounts? 

8. In tracing cheques to the Cash Disbursements Journal, you found unentered 
in the last month of the year under review a series of ten cheques, none of 
which has been returned by the bank. 

Inquiry reveals that the cheques in question were signed in blank by the 
treasurer and given to a vice-president, who was making an extended busi¬ 
ness trip which ended two weeks after the close of the fiscal year. He had 
requested the signed cheques, which would then only require his counter- 
signature, to avoid carrying a large amount of cash customarily expended on 
such trips for the usual traveling expenses and for entertaining customers 
and prospects. 

Outline or briefly explain the following: 

a) Additional auditing procedures you would follow in view of this prac¬ 
tice, and 

b) Recommendations you would make to your client to accommodate the 
vice-president in an acceptable accounting manner. 

9- What are the primary purposes of a second bank reconciliation, that is, a 
reconciliation of the bank balance at a date subsequent to the reconciliation 
made as of the balance sheet date? 

10. In the examination of paid cheques returned by the bank to the drawer, 
state the features of the cheque to be examined and the recorded data with 
which the cheque should be compared. Present a reason for each operation. 

11. You have prepared a bank reconciliation which is in agreement with the 
balance in the client’s Cash Book. You traced cash receipts into the bank for 
December, the last month of the fiscal year. You vouched all cash disburse¬ 
ments into the Cheque Register from the paid cheques and the supporting 
vouchers. Is it necessary to verify footings in the Cash Book for receipts and 
disbursements and to trace the postings to the ledger? 

12. A client presented the reconciliation of cash shown below. How should it 
be verified? 
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Cash per books . 112,460 

Cash, per bank .$15,200 

Undeposited cheques . BOO 

$16,000 

Less: Cheques outstanding. 4,000 

$ 12,000 

Cash in registers. 460 $12,460 


13. In connection with the verification of cash in bank, outline a test audit pro¬ 
cedure of cash records to reveal the following irregularities: 

a) Improper borrowings or temporary misappropriations during the period 
under review which have been restored before the close of the period; 
and 

b) Misappropriation of accounts receivable collections in process at the 
close of rhe period by kiting or overlapping receipts. 

14. You have prepared bank reconciliations. They agree with those prepared by 
the client. You compared all cheques with the Cheque Register. No cheques 
were outstanding at the reconciliation date. You decided not to vouch cash 
receipts according to the Cash Book into the bank statement, since the 
cashier knew of the audit in advance. Other than abstracting cash and under¬ 
footing his cash receipts records, what might the Cashier have done to con¬ 
ceal a shortage of $500 at the end of the period? 

15. The Grischy Company has been in existence for ten years. An audit has 
never been made. A bank reconciliation has never been prepared. The fiscal 
year ends at December 31, 1951. You were hired to audit the records for 
the current year. You started work on February 1, 1952. The company did 
not want you to check all paid cheques against disbursements records for the 
current year. 

a) Where would you start in order to ascertain the correct cash balance? 

b) How would you be certain that you had included all possible old out¬ 
standing cheques? 

16. The audit of the cash of the Greendale Company disclosed that cash and 
cheque remittances received from customers were not deposited in the bank 
until several days after they were received. Apparently, there has been no 
lapping. What reasons would you present for the discontinuance of this 
practice? 

17. The town council of Gulliver engaged you to audit the accounts of the town 
and also the accounts of the recreation field which is supported in part from 
public town funds and in part from contributions made by various women’s 
clubs. Outline the procedure you would follow in order to determine the 
validity of the expenditures (a) of the town and ( b) of the recreation field. 

18. You are assigning an assistant to examine paid cheques relative to a client’s 
bank account. There are certain types of cheques with respect to which you 
urge him to be particularly alert and inquisitive. Indicate some of these 
types. 

19- The Garrick Company, Cincinnati, maintains commercial bank accounts in 
Cincinnati and Detroit. All payrolls, vouchers, and invoices must be ap¬ 
proved by the departmental heads for payment; they are again approved by 
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the treasurer, who turns them over to the cashier for cheque preparation. 
All cheques require the signatures of the cashier and the treasurer. At the 
end of each month the Cashier obtains the bank statements and prepares the 
bank reconciliations. He then gives the reconciliation statements, bank state¬ 
ments, paid cheques, and other data to the treasurer, who checks and ap¬ 
proves the reconciliations. All cheques are serially numbered. 

The cashier embezzled $10,000 on December 17, 1951, by drawing a 
cheque payable to his own order on the Cincinnati bank; the counter- 
signature of the treasurer was forged by the cashier. The cashier did not 
enter the cheque in the Cash Book. On December 31, 1951, the cashier 
drew a cheque for $10,000 on the Detroit bank, payable to the order of the 
Cincinnati bank; the treasurer’s signature was obtained by the plausible ex¬ 
planation that funds were being transferred. The cashier then deposited the 
cheque in the Cincinnati bank on December 31, 1951. No entries were made 
in the Cash Book. 

When the cashier obtained the December bank stati ment and the 
paid cheques from the Cincinnati bank, he removed and destroyed the 
cheque payable to himself. The treasurer did not discover the shortage. 

During the course of your audit of the company for the year 1951, which 
you started on February 1, 1952, you discover thr embezzlement. 

Describe three methods of verifying cash transactions and balances by 
the use of which this type of fraud should be discovered. 

20. The A Company maintains a regular checking account in each of five 
widely separated banks. At March 31, 1951, the balance in each bank was as 
follows: 


Bank Li)Lamm 

Per Company 
Bonks 

Per Bank 
Statement 

New York, New York . 

Atlanta, Georgia . 

Chicago, Illinois. 

Houston, Texas . 

$10,175 00 

C 4,9B3 00) 
14,625.52 
( 1M95-40) 
9,B9B 7B * 
$10,B20 90 

$12,31B.75 

207.17 

18,31 B. 36 

2,16B 2B 

12,1 B4 40 
$45,196 96 

San Francisco, California . 




The A Company was indebted, on its own note, to the Chicago bank, in 
the amount of $150,000. Pursuant to an agreement with the bank, the 
company was required to maintain a balance in its checking account of not 
less than 10 per cent of the amount of its outstanding indebtedness to the 
bank. 

Assuming that the only difference between the amount shown on any 
of the bank statements and the corresponding amount on the company’s 
books is due to outstanding checks, none of which was drawn for deposit 
in one of the company’s other accounts, discuss how the foregoing data 
should be shown on the A Company’s balance sheet as of March 31, 1951, 
when prepared (a) for the company’s management, ( b) for credit pur¬ 
poses, and (c) for stockholders and the general public. 
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21. From the information presented in the problem: 

a) Prepare a reconciliation of the Wye Company’s bank account at 
December 31, 1951. 

b) Prepare one or more journal entries to adjust the Wye Companys 
books to reflect the correct bank balances at December 31, 1951. 

In auditing the Wye Company, you obtained directly from the bank 
with which it does business the bank statement, paid cheques, and other 
memoranda which relate to the company’s bank account, for December, 
1951. In reconciling the bank balance at December 31, 1951, with that 
shown on the company’s books, you observed the facts set forth below: 


1. Balance per bank .statement, 12-31-51.$88,489.12 

2. Balance per books, 12-31-51. 58,983.46 

3. Outstanding cheques, 12-31-51 . 32,108.42 

4. Receipts of 12-31-51, deposited on 1-2-52 .... 5,317.20 

5- Service charge for November, 1951, per bank 

memo of 12-15-51 . 3-85 

6. Proceeds of bank loan, 12-15-51, discounted for 

3 months at 5 per cent per annum, omitted from 
company books. 9,875.00 

7. Deposit of 12-23-51, omitted from bank state¬ 
ment . 2,892.41 


8. Check of Rome Products Company, charged back 

on 12-22-51 for absence dF countersignature and 
redeposited with complete signature on 1-5-52, 
no entry on the books having been made for the 
charge-back or the redepDsit. 

9. Error on bank statement in entering deposit 


of 12-16-51: 

Correct amount. $ 3.1B2.40 

Entered in statement.$ 3,181.40 


10. Check No. 3917 of Wyeth Manufacturing Com¬ 

pany, charged by bank in error to company’s 
account . 

11. Proceeds of note of J. Somers & Company, col¬ 
lected by bank, 12-10-51, not entered in Cash 


Book: 

Principal.$ 2,000.00 

Interest .$ 20.00 

$~2, 020.00 

Less: Collection charge . 5.00 


12. Erroneous debit memo of 12-31-51, id charge 
company’s account with settlement of bank loan, 
which was paid by cheque No. 8714 on same 

date. 

13- Error on bank statement in entering deposit of 

12-4-51: 

Entered as.$ 4,817.10 

Correct amount . 4,807.10 

14. Deposit of Wyeth Company of 12-6-51, credited 
in error to this company. 


417.50 


1.00 

2,690.00 


2,015.00 


5,000.00 


10.00 

l,B19-20 


(A.I.A.) 


22. Below is a summary of the Cash Receipts and Disbursements Book of the 
Gorman Company, for the year 1951: 
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Mpnch 

Receipts 

Disbursements 

January. 

$ 30,100.25 

$ 46.289.50 

February. 

41.62B.3B 

24,150.00 

March . 

28,349.10 

20,225.31 

April. 

33,247.55 

19,742.66 

May . 

59,148.98 

30,022.95 

June. 

22,099.87 

35,468.78 

July. 

17,B2B.40 

15,401.22 

August . 

12,669.81 

22,396.18 

September. . 

20,493.09 

20,093-94 

October ... . 

42,775.20 

31,207.57 

November. 

37,792.80 

26,927.36 

December. 

46,536.29 

37,826.40 


$392,369.72 

$331,477.87 


The bank balance on January 1, 1951, was $38,610.21. The bank balance 
on December 31, 1951, is $101,918.34. No cheques were outstanding on 
January 1, 1951. Cheques outstanding on December 31, i951, amount to 
$5,416.28. Undeposited cheques on hand, December 31, 1951, are $3,000, 
which are included in the December cash receipts. Bank deposits for the 
year total $387,643.72. 

a) What is the total shortage; how was it accomplished? 

b) Start with the January 1, 1951, bank balance, prepare statements show¬ 
ing how the cashier of the Gorman Company made his reconciliations 
appear to be perfect. 

23. What is the shortage in the following problem? Sales are made for cash 
and on open account. Open-account sales terms are 2/10, n/30, which 
terms are strictly enforced. Cash sales are recorded in the Cash Receipts 
Book only. 
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Sales Journal 


Date 

Explanation 

Accounts 

Receivable 

Dr. 

Sales 

Cr. 

Dec. 

1 

Corbly Company 

962.50 

962.50 


2 

Dury Company 

B18.77 

BIB.77 


3 

Everson Supply Company 

1,400.00 

1,400.00 


4 

Dury Company 

725.30 

725.30 


6 

Langland Company 

627.IB 

627.18 


7 

Fairway Company 

940.25 

940.25 


B 

Corbly Company 

767.42 

767.42 


9 

Hartwell Stores 

220.5B 

220.5B 


10 

Kenyon Sales Company 

B35-20 

B35.20 


11 

Langland Company 

1,364.26 

1,364.26 


13 

Corbly Company 

2,800.00 

2,BOO.00 


14 

Maxwell Merchandise Company 

722.36 

722.36 


15 

Kenyon Sales Company 

3,128.90 

3,12B.90 


16 

Dury Company 

551. BO 

551-BO 


17 

Hartwell Stores 

B05.00 

B05.00 


IB 

Dury Company 

1,799.10 

1,799.10 


20 

Langland Company 

B64.35 

064.35 


21 

Fairway Company 

404.37 

404.37 


22 

Corbly Company 

1,305-Bl 

1,305.B1 


23 

Fairway Company 

2,46B.24 

2,468.24 


24 

Hartwell Stores 

910 95 

910.95 


25 

Langland Company 

B72.72 

B72.72 


27 

Kenyon Sales Company 

1,948 50 

1,94B.50 


2B 

Maxwell Merchandise Company 

628.40 

62B.40 


29 

Hartwell Stores 

B75.3B 

875-38 


30 

Everson Supply Company 

1,333 92 

1,333.92 


31 

Dury Company 

_459.60 

459.60 




30,350 B6 

30,350.B6 








Ch. 6] CASH ON HAND AND IN THE BANK 225 


Cash Receipts Book 


Date 

Explanation 

Cash 

Dr 

Sales 

Discount 

Accounts 

Receivable 

Cr 

Sales 

Cr. 

Dec 

1 

Balance 

51,266 10 





1 

Corbly Company 

1.6BS 54 

39 56 

1,728 10 



2 

Langland Company 

1,961 S3 

60 67 

2,022 50 



3 

Corbly Company 

302 00 

6 16 

308 16 



4 

Cash sales 

2,865 14 



2.B65-14 


7 

Kenyon Sales Compan) 

4,762 P0 

97 20 

4,860 00 



9 

Dury Company 

1,482 M 

61 76 

1,544 07 



10 

Corbly Company 

941 25 

19 25 

962 50 



11 

Cash sales 

3,105 84 



3,105.84 


14 

Maxwell Merchandise 







Company 

1,193 86 

24 36 

1,21 1 22 



15 

Langland Company 

614 64 

12 54 

62“» IB 



16 

Fairwa) Company 

911 45 

2B 80 

940 25 



17 

Maxwell Merchandise 







Company 

707 92 

14 44 

T1 36 



IB 

Cash sales 

2,559 60 



2,559 60 


20 

Kenyon Sales Company 

BIB 50 

16 70 

835 20 



21 

Langland Company 

1,336 9B 

11 2B 

1,364 26 



22 

Everson Supply Company 

3,026 20 

' 3 80 

3,090 00 



23 

Kenyon Sales Company 

2,966 33 

62 57 

3,02B 90 



24 

Cash sales 

2,994 41 



2,994 41 


27 

Langland company 

B46 07 

IB 2B 

864 35 



2B 

Hartwell Stores 

216 17 

4 41 

220 58 



29 

Corbly Company 

3,496 07 

71 35 

3,567 42 



30 

Fairway Company 

388 21 

16 16 

404 37 



31 

Cash sales 

1.B24 13 



1,824 13 




41,012 25 

645 29 

28,308 42 

13,349 12 









Corbly Company 


Date 

Explanation 

Dehit 

Credit 

Balance 

Nov 

10 

Merchandise 

4B9 00 


4B9 00 


15 

Merchandise 

1,72B 10 


2,217 10 


16 

Cash 


4B9 00 

1.72B 10 


24 

Merchandise 

30 B 16 


2,036 26 

Dec 

1 

Cash 


1,72B 10 

30B 16 


1 

Merchandise 

962 50 


1,270 66 


3 

Cash 


30B 16 

962 50 


8 

Merchandise 

767 42 


1,729 92 


10 

Cash 


962 50 

767 42 


13 

Merchandise 

2, BOO 00 


3,567 42 


26 

Merchandise 

1,305 B1 


4,B73 23 


29 

Cash 


3,567 42 

1,305 B1 






226 


AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. B 


Dury Company 


Dace 

Explanation 

| Debit 

| Credit 

Balance 

Ndv 

1 

Balance 



920 00 


3 

Merchandise 

1,000 00 


1,920 00 


5 

Merchandise 

BOO 00 


2,720 00 


28 

Merchandise 

200 00 


2,920 00 


29 

Cash 


2,920 00 


Dec. 

1 

Merchandise 

81B77 


818 77 


4 

Merchandise 

725 30 


1,554 07 


9 

Cash 


1,544 07 



16 

Merchandise 

551 80 


551 B0 


18 

Merchandise 

1,799 10 


2,350 90 


31 

Merchandise 

459 60 


2,810 50 


Lvirsdn Supply Company 


Date 

Explanation 

Debit 

Credit 

Balance 

Oct 

2B 

Merchandise 

806 00 


806 00 

Nov 

15 

Merchandise 

214 00 


1,020 00 


29 

Merchandise 

770 00 


1,790 00 

Dec 

3 

Merchandise 

1,400 00 


3,090 00 


22 

Cash 


3,090 00 



30 

Merchandise 

1,333 92 


1,333 92 


Fairway Company 


Date 

Explanation 

Debit 

Credit 

Balance 

Dec 

7 

Merchandise 

904 25 


904 25 


16 

Cash 


904 25 



21 

Merchandise 

404 37 


404 37 


23 

Merchandise 

2,46B 24 


2,B72 61 


30 

Cash 


404 37 

2,46B 24 


Hartwell Storfs 


Date 

Explanation 

Debit 

Credit 

Balance 

Dec 

9 

Merchandise 

220 58 


220 5B 


17 

Merchandise 

B05 00 


1,025 58 


24 

Merchandise 

910 95 


1,936 53 


2B 

Cash 


220 58 

1,715 95 


29 

Merchandise 

B75 3B 


2,591 33 
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Kenyon Sales Company 


Date 

Explanation 

Debit 

Credit 

Balance 

Nov. 

30 

Merchandise 

4,860 00 


4,860.00 

Dec. 

7 

Cash 

4,860.00 


10 

Merchandise 

835.20 

835-20 


15 

Merchandise 

3,128.90 


3,864.10 


20 

Cash 


B35.20 

3,028.90 


23 

Cash 


3.02B.90 



27 

Merchandise 

1,94B.50 


1,948.50 


Langland Company 


Date 

i 

Explanation 

Debit 

Credit 

Balance 

Ndv. 

23 

Merchandise 

2,022.50 


2,022.50 

Dec. 

2 

Cash 


2,022 50 



6 

Merchandise 

627.IB 


627-IB 


11 

Merchandise 

1,364 26 


1,991.44 


15 

Cash 


627.1 B 

1,364.26 


20 

Merchandise 

B64.35 


2.22B.61 


21 

Cash 


1,364 36 

864 35 


25 

Merchandise 

872.72 


1,637 07 


27 

Cash 


864 35 

B72.72 



Maxwfil MfrlhANDISF 

Company 



Date 

Explanation 

Debit 

Ciedir 

Balance 

Nov. 

27 

Merchandise 

1,218 22 


1,21B.22~ 

Dec. 

14 

Cash 


1,218.22 



14 

Merchandise 

722.36 


722.36 


17 

Cash 


722.36 



2B 

Merchandise 

62B.40 


62B.40 


24. The Gest Company maintains accounts in the First National Dank and in 
the Second National Bank. At December 51, 1951, the accounts of the 
rompany show overdrafts in borh banks. The situations are as follows: 

First National Bank: The bank certificate shows a balance of $5,000; 
the company’s account shows an overdraft of $2,000; and outstanding 
cheques total $7,000. 

Second National Bank: The bank certificate shows a balance of $6,000; 
the company's account shows an overdraft of $1,900; and outstanding 
cheques total $7,900. Inquiry proved that for good and legitimate reasons 
the outstanding cheques are being retained by the treasurer. They were 
submitted to the auditor for inspection, and four days later they were 
mailed to their payees. All other cash transactions are in order and are 
proper. 

State how you will handle this situation on the books and on the balance 
sheet of the Gest Company. 

25. On January 20, 1952, you started the audit of the records of the Gilman 
Company for the year ended December 31, 1951. You found the Cash 
ledger account balances appearing as follows, as of December 31, 1951: 
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Cash.1125,686.25 

Petty cash and change fund. 200.00 

The cashier is also the bookkeeper. His December 31, 1951, cash rec¬ 
onciliation contains the following items: 

Cash, per ledger, December 31, 1951 .$125,686.25 

Cash, per bank, December 31, 1951 . 132,480.00 

Cheques outstanding, December 31, 1951 . 10,231.42 

Cheque of Hilman Company, charged by bank in error on 

December 20, 1951, corrected by bank on January 7, 1952. . 300.00 

Cash ' deposited on December 31, 1951, credited by bank 

on January 2, 1952 . 1,440.12 


From Janyary 2, 1952, to January 20, 1952, the date of your cash count, 
total cash receipts appearing in the Cash Book were $15,414.20. According 
to the bank statement for the period from January 2, 1952, through 
January 20, 1952, total deposits were $13,201.40. 

The count of the cash on hand at the close of business on January 20, 
1952, including the petty cash and change fund, was as follows: 


Coin.$ 48.61 

Currency . 718.00 

Expense bills paid . 42.16 

Cashier’s I.O.U., dated January 10, 1952 . 50.00 

Employees’ I.O.U.’s, dated January 12, 1952 . 60.00 

Cheques of customers in payment of accounts . 581.23 


$1,500.00 

After further investigation, you discover the following: 

a) On July 5, 1951, cash of $750 was received on account from a customer; the 
Reserve for Bad Debts was charged and Accounts Receivable credited. 

b) On December 5, 1951, cash of $570 was received on account from a customer; 
Inventory was charged and Accounts Receivable credited. 

c ) Cash received from Dther customers during 1951, totaling $1,461.50, was not 
recorded. 

d) Cheques received from customers from January 2, 1952, tD January 20, 1952, 
totaling $842.16, were not recorded in the cash receiprs but were deposited in 
the bank. 

e) In the cashier’s petty cash drawer, there were cash receipts for bills paid by 
customers Dn January 19, 1952, totaling $1,702.50; these were unrecorded and 
undeposited. 

f) In the outstanding cheques, there is one for $100 made payable to a trade 
creditor; your investigation shows that this cheque had been returned by the 
creditor on June 14, 1951, and a new cheque for $200 was issued in its place; 
the original cheque for $100 was made in error as to amount. 

g) On July 1, 1951, the bank refunded $45 because a note of the Gilman Company 
was paid before maturity; no entry had been made for the refund. 

b) Bank service charges totaling $4.00 for December, 1951, were not recorded. 

You are required (1) to prepare the adjustments necessary; (2) to 
compute the correct bank balance at December 31, 1951; (3) to compute 
the cash shortage (a) at December 31, 1951, (b) at January 20, 1952, for 
1952, and ( c ) in total. 

26. You are conducting an audit where the records have been found to be 
inaccurate and where no satisfactory internal control exists. In connection 
with the audit, you are reconciling the cash transactions for the month of 
December, 1951, in addition to the cash and bank balances as of December 
31, 1951. You have determined that the clients reconciliation as of No¬ 
vember 30, 1951, is correct. The following information is available to you: 
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Clibnt's Reconciliation 

November 30, 1951 

Cash per General Ledger.$2,631.74 

Less: Cash on hand. 210.89 

$^420l5 

Less: Bank service charge for November, 1951. 9.00 

$2,411. B5 

Add: Outstanding cheques . 991.00 

Balance per bank.$3,402.85 


Cash Receipts Book 
December, 1951 


1 

Balance from November 30 

2,631.74 

1 

Received on accounts 

403.25 

2 

Received on accounts 

1,366.40 

3 

Received on accounts 

974. B6 

4 

Received on accounts 

4,322.47 

5 

Received on accounts 

5,201.89 

7 

Received on accounts 

7.310.75 

B 

Received on accounts 

6,195-IB 

9 

Received Dn accounts 

B.BB4.46 

10 

Received on accounts 

10,227.55 

11 

Received on accounts 

6.69B.B9 

12 

Received on accounts 

210.20 

14 

Received on accounts 

1,426.46 

16 

Received on accounts 

400.00 

17 

Received do accounts 

700.00 

IB 

Received on accounts 

2,709.82 

21 

Received on accounts 

B50.00 

23 

Received on accounts 

1,100.00 

27 

Received on accounts 

911-35 

29 

Received on accounts 

3,875-50 

65,300.77 


Cash Disbursements Record 


December, 1951 


1951 

Dec. 

1 

November service charges 

9.00 


3 

Cheques 

5,236.50 


5 

Cheques 

3,645.21 


B 

Cheques 

16,394.89 


10 

Cheques 

15,873.42 


12 

Cheques 

3,123-47 


14 

Cheques 

475.42 


17 

Cheques 

1,250.00 


19 

Cheques 

3,622.B3 


22 

Cheques 

3,692.09 


26 

Cheques 

3,456.45 


31 

Cheques 

4,201.25 


31 

Balance 

4,311.24 

— 

-- 


65,300.77 
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Cash on hand on December 31 amounted to $100. The transactions per 
the December bank statement, which are correctly recorded by the bank, 
show that deposits amounted to $62,870.92; cheques paid amounted to 
$57,952.03; service charges for the month were $10; and a charge of $100 
was made against the account because of the return, unpaid, of a customer’s 
cheque. Neither the service charges nor the returned cheque were recorded 
on the client’s books. The total of the outstanding cheques as of December 
31, 1951, was found to amount to $4,110.50. 

Prepare appropriate working papers, together with any explanations you 
consider necessary, based on the data given herein. 

(A.I.A. adapted) 
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ACCOUNTS RECEIVABLE 


This chapter and Chapter 10 treat of receivables and the relaLed allowances 
for uncollectible items. Accounts receivable may be classified as trade and 
non-trade. Trade accounts receivable arise in the normal course of selling 
the regularly offered merchandise or service; non-trade accounts receivable 
arise from sources other than sales. In general, in speaking of accounts 
receivable, most accountants refer to trade accounts, and accounts receivable 
are so treated here, with the understanding that the prescribed auditing 
procedures are the same for all classes of accounts receivable. Before 
proceeding with an examination of accounts receivable, the auditor must be 
familiar with the peculiar conditions surrounding the client, the organiza¬ 
tion and efficiency of the client’s credit department, the nature of the 
products sold, the sales policies, and the credit terms granted customers. 

Care must be exercised in auditing accounts receivable, because fraud is 
possible in their manipulation, and because normal liquidation of an ac¬ 
count receivable results in a cash receipt. Lapping may be practiced; ac¬ 
counts may not be entered in the ledgers; they may be understated; credits 
may be fictitious; the entire account may be fictitious. All of the methods 
used to cover fraud from these sources were discussed in Chapters 4 and 8. 

The primary objectives in the examination of accounts receivable are the 
determination of the accuracy of the amount of the receivables, their 
validity } and their collectibility. The auditor must exercise his best judgment 
in determining the scope of his examination. In every audit of accounts 
receivable, a minimum amount of work is necessary in order to arrive at a 
conclusion concerning the three objectives. The exact procedures followed 
in arriving at this conclusion and the manner in which they are applied 
will differ between auditors and between engagements of the same auditor. 

Audit Program for Accounts Receivable 

The following audit program is typical of the procedures to be followed 
in the examination of accounts receivable. 

1. Compare a trial balance of the accounts receivable with the balance of the 
controlling account. 
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2. Age the accounts receivable. 

3. Confirm the accounts receivable. 

4. Determine accounts receivable validity, 

5. Determine proper cutoff of sales records. 

6. Verify collection-on-delivery accounts. 

7. Test discounts. 

8. Test returns and allowances. 

9- Reclassify consignment accounts. 

10. Segregate and eliminate accounts receivable from affiliated companies. B 

11. Give proper treatment to branch accounts. 

12. Examine the treatment of foreign receivables. 

13. Segregate receivables from officers, directors, and stockholders. 

14. Analyze and segregate other non-trade receivables. 

15. List past-due accounts not paid at the date of completing the examination. 

16. Examine the treatment of credit memoranda. 

17. Determine pledged accounts, and determine customers’ equity. 

IB. Determine account collectibility. 

19- Verify and determine the adequacy of the allowance for uncollectible ac¬ 
counts. 

The procedures to be followed for accounts receivable are developed in 
the following subsections. 

1. Compare a Trial Balance of the Accounts Receivable with the Balance 
of the Controlling Account. In starting the examination of accounts re¬ 
ceivable, the auditor should prepare or obtain from the client—as of the 
balance sheet date—a trial balance of the subsidiary accounts receivable 
ledgers. If accounts receivable other than trade accounts are included in the 
client’s trial balance, they should be segregated as shown in Illustration 28, 
so that an improper trade account position is not shown. The trial balance 
must be footed and the net total—debit balances minus credit balances— 
compared with the controlling account balance. The individual balances 
appearing in the trial balance are then checked against the subsidiary ledger 
account balances. 

The footings and the balances of the customers’ accounts in the subsidiary 
ledgers are then verified as to mechanical accuracy. This is usually in the 
nature of a test verification for selected portions of the subsidiary ledger 
or for selected accounts; normally, this test would not exceed 10 per cent of 
the accounts. 

The footing accuracy of the Accounts Receivable controlling account 
should be proved for the entire fiscal period; the opening balance of the 
controlling account should be reconciled with the balance in the auditor’s 
working papers at the end of the preceding period. If the balance of the 
controlling account is out of agreement with the sum of the subsidiary ac¬ 
count balances, the client should be requested to locate the difference; this 
is primarily bookkeeping and not auditing. If the client cannot locate 
discrepancies, and if the auditor is not employed to do so, the differences 
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should be set forth in the audit report. If the auditor is to locate differences 
between the controlling account balance and the balance of the sum of the 
related subsidiary accounts, he must—from the date the differences ap¬ 
peared—prove the footing accuracy of all applicable books of original 
entry; and he must verify posting accuracy both to control and to subsidiary 
accounts. An alternative procedure sometimes used is to analyze the con¬ 
trolling account and at the same time trace entries from the ledgers to the 
books of original entry. 

The client should be encouraged to reconcile controlling accounts and 
subsidiary account balances once each month Errors can then be allocated 
to a certain month, and much time can be saved in effecting a reconcilia¬ 
tion. When controlling account balances are greater than the sum of the 
subsidiary accounts, the possibilities of fraud are present, as illustrated by 
posting to a controlling account and not to a subsidiary account; then, 
when Cash should be charged, a fictitious debit would be passed to another 
account, probably an expense. Money to be received depends upon subsidiary 
accounts and not upon controlling account balances, even though our 
modern accounting systems and effective systems of internal accounting 
control are dependent upon the controlling account principle. If it becomes 
necessary to adjust the controlling and subsidiary accounts to agreement— 
in the rare instance where errors could not be located—the controlling ac¬ 
count should be brought into agreement with the sum of the subsidiary ac¬ 
counts. 

2. Age the Accounts Receivable. Aging of accounts receivable involves 
an analysis of the accounts made for the purpose of ascertaining their 
probable collectibility or uncollectibility. The aging process assists in the 
establishment of the amount necessary for the allowance for uncollectible 
accounts and thereby leads directly to the balance sheet valuation of the 
receivables. Mechanically, aging is accomplished by segregating the unpaid 
accounts receivable either on the basis of the dates of maturity or on the 
basis of the dates of billing, and classifying the past-due amounts from 
either date. 

An aging schedule based upon maturity is presented in Illustration 28. 
This aging schedule is an extension of an accounts receivable trial balance, 
and it also segregates other-than-trade receivables included in the accounts 
receivable controlling account. In a concern with only a few accounts, this 
form is satisfactory. However, in a company with many accounts, it would 
be impracticable and unnecessary for the auditor to list in the aging schedule 
accounts not past due. In such a situation an adding machine tape would 
constitute the trial balance of the accounts receivable, and only past-due 
accounts and non-trade accounts would be placed in the aging schedule. 

In large concerns the aging schedule is frequently prepared by the 
client, at the request of the auditor; the auditor then tests it, offers his 
comments on the operating efficiency of the credit and collection depart- 
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Illustration 28 
COOK COMPANY 

Trial Balance and Analysis of Accounts Receivable 


December }1, 1951 
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ments, and computes the allowance for uncollectible accounts. Also, when 
the client prepares the aging schedule, all accounts are included, as in 
Illustration 28, for the guidance of the credit and collection departments. 

The results of aging can be used effectively in the audit report by classify¬ 
ing the totals of each time interval past due. 

During the process of aging, the following points must be borne in 
mind: (a) Segregate other-than-trade accounts receivable. ( b) Watch care¬ 
fully payment promptness from customers with large balances, (r) Investi¬ 
gate reasons for all credit balances. ( d) Be certain the bad debt provisions 
are large enough but not too large. ( e ) See that postdated invoices are not 
placed in past-due accounts. (/) Watch for past-due balances which con¬ 
stantly increase. This can mean that the customer should be cut off, or it may 
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indicate that a customer has paid his account and that an employee of the 
client has stolen the money. 

In an aging analysis the credit terms determine the time intervals to be 
used in aging the accounts. If normal credit terms are 2/10, n/30, in Il¬ 
lustration 28, then $244 of the account of A was overdue at December 31, 
1951. It should be noted that the account of P, falling in three time inter¬ 
vals, was paid on January 10, 1952, and that the payment was noted in the 
working papers. The auditor should examine accounts receivable entries 
for the interim after the balance sheet date to determine if evidence of col¬ 
lectibility is thereby affected. The Remarks column should contain refer¬ 
ence to any incompleteness of data and to all other items pertinent to the 
audit of the accounts receivable. 
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ILLUSTRATION. Long-overdue accounts may appear in the analysis, 
investigation may prove that the account is being slowly liquidated, 
or it may happen that an item is in dispute; such situations are ex¬ 
emplified in the accounts of D and J. Items in dispute should be dis¬ 
cussed with the client in order to attempt to obtain an insight into 
their probable collectibility. 

The auditor must watch credits to any account receivable. He must 
particularly watch non-cash credits, because of fraudulent possibilities, as 
pointed out in Chapters 4 and 8; however, he must be especially watchful 
of credits to accounts placed in a Suspense Ledger, if one is used, and to 
all old accounts previously considered uncollectible, if a Suspense Ledger 
is not used. Non-cash credits should be supported by proper authorizations, 
in the form of official approval, vouchers, etc. 

Credit balances in accounts receivable should be investigated to de¬ 
termine their legitimacy, since credit balances may arise through postings 
to incorrect accounts; also, a credit balance represents a liability—which 
may be due and payable, as exemplified by account I in Illustration 28. 

Installment Account Analysis. In the audit of installment accounts re¬ 
ceivable where merchandise is sold on a deferred payment plan, the method 
of verification for the validity and balance of the account follows the same 
plan as that used for an ordinary trade account receivable. In addition, the 
auditor must be familiar with the form of the installment sales contract to 
ascertain that payment agreements are being fulfilled. In some cases, in¬ 
stallment accounts are supported by installment notes. In installment sales, 
title may pass; or it may pass with a mortgage being given by the creditor; 
or the seller may retain title until the installment collections have been 
liquidated. 

The auditor must watch for delinquent installments and report upon 
them. Also, he must determine that the requirements of governmental 
regulatory bodies are being met with respect to credit terms granted. The 
accounting methods used in the handling of foreclosures of chattel mort¬ 
gages and repossessions must be investigated; the method used in the 
valuation of repossessed goods must be verified, and the auditor must be 
certain that installment receivable balances have been reduced when goods 
are repossessed. In order to judge effectively the collectibility of installment 
accounts receivable, the cash collections for each year divided by the average 
receivables for that year will result in a ratio that indicates whether the 
collections for any one year are progressing or regressing as compared with 
another preceding or subsequent year. 

When installment accounts receivables are aged, the time intervals in 
the aging schedules should be set up in accordance with one of the two 
following plans: (a) one installment past due, two installments past due, 
etc.; or ( b ) by months of the current year and by months of subsequent 
years. If the client sells under different payment plans, an aging schedule 
should be prepared for each such plan. 
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3. Confirm the Accounts Receivable. One purpose of the examination 
of the records of a company is to place the auditor in a position in which he 
can express his opinion as to the fairness of the financial statements. In 
order that the expressed opinion may be clear and unequivocal, it is neces¬ 
sary to confirm accounts receivable in those examinations where it is 
practicable and reasonable to do so. 

The confirmation of accounts receivable as an established audit pro¬ 
cedure is recognized in Extensions of Auditing Procedure, issued by the 
American Institute of Accountants. 

The direct objectives of confirmation of receivables are to verify the 
balances of the accounts and to detect fraud. In arriving at a decision con¬ 
cerning the extent of the requests for confirmations, several factors must be 
considered. If the internal control over cash and accounts receivable is not 
satisfactory, or if fraud is suspected, or if the persons handling cash or 
receivables have permission to grant sales allowances or to charge off doubt¬ 
ful accounts, all debtors should be circularized. If the internal control is 
satisfactory, and if the receivables are few in number, but if their aggregate 
dollar total represents a material portion of the current assets or all assets, 
all debtors should be sent confirmation requests. If the internal control sys¬ 
tem is satisfactory, if the number of receivables is large, and if each account 
is relatively small, the selection of a representative sample, as set forth in 
Chapter 6, normally should result in satisfactory assurance of accuracy. 

When confirmation requests are directed to debtors as the result of the 
selection of a sample, the sample should include (a) accounts large and 
small, active and inactive, selected on a stratified random basis; (b) accounts 
of customers who are in financial difficulty; (c) old and inactive accounts; 
(d) accounts in which charges have been large at the year end; (e) accounts 
with large balances; (/) accounts turned over to collection agencies and 
lawyers; (g) accounts known to be in dispute between the client and 
the debtor; (h) accounts charged off during the year; and (/) accounts with 
credit balances. The sample to be circularized is selected by the auditor. If 
the client requests that certain customers be omitted from the list to be 
circularized, the auditor should thoroughly investigate those accounts, list 
them in his report, and comment upon them. 

There are two methods of confirming receivables by direct communica¬ 
tion with the debtors: 

a) The positive method , in which a communication is addressed to the 
debtor requesting him to confirm to the auditor the accuracy or inac¬ 
curacy of the balance shown. 

b) The negative method, in which a communication is addressed to the 
debtor asking him to advise the auditor only in case of disagreement 
with the stared amount. 

The method—positive or negative—is at the discretion of the auditor in 
each engagement. The American Institute of Accountants approves the 
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negative method of confirmation in the majority of instances, especially 
for those concerns with a large number of small accounts, as exemplified by 
department stores, installment houses, chain stores, public utilities, and others 
dealing with the ultimate consumer, as set forth in Statements on Auditing 
Procedure, Nos. 3 and 14. 

If there is a suspected condition of dispute, inaccuracy, or irregularity, 
the positive method of confirmation is desirable; the positive method also is 
preferable if the client sells only to a few large customers. 

In the majority of audits of retail department stores, installment houses, 
chain stores, public utilities, and others doing business with the final con¬ 
sumer, the receivables are due and payable in full within a few days after 
billing; if the auditor verifies cash receipts after the close of the period and 
checks the cash receipts to proved customers’ account balances, he has at¬ 
tained a result as good as a negative confirmation. Accounts showing bal¬ 
ances due and unpaid after the due date can then be confirmed. Therefore, 
confirmation requests in negative form can be limited to approximately 2 
per cent of the small mass receivables if internal control is satisfactory. 

Confirmation requests take many forms, ranging from a rubber-stamp 
imprint on a monthly statement for a negative confirmation up to a formal 
letter requesting a reply for a positive confirmation request. There is no 
denying the fact that a reply would always be desirable, since evidence of 
attention to the request is thereby secured; but the cost and time involved 
and the percentage of replies received generally lead to the conclusion that 
the negative form is satisfactory. 

In the audit of retail stores, chain stores, installment houses, public 
utilities, and other similar organizations, where the confirmation requests 
are sent primarily to non-business personnel, the negative form is ad¬ 
vantageous because the customer receives a notice that the records of the 
creditor show a given balance which is assumed to be correct if no reply is 
received. This relieves the debtor of the necessity of answering a confirma¬ 
tion request, unless there is a discrepancy. Strictly speaking, a negative 
confirmation is not a confirmation, since no acknowledgment is received 
from the debtor unless discrepancies do exist. 

With respect to positive confirmations the following comments are of¬ 
fered. Beyond a doubt, direct confirmation is the best way of verifying ac¬ 
count balances and of detecting errors and irregularities. However, after 
obtaining replies to positive confirmation requests, it is still possible that 
there have been errors in the confirmed accounts, that the ledger account 
balances are incorrect, that a confirmation reply is not genuine, and that an 
account may be uncollecrible. In spite of these possibilities the confirmation 
procedure should effectively relieve the auditor of further responsibility 
after he has exercised professional care and skill. The only objections to the 
positive method of confirmation are the time and expense involved and the 
relatively low percentage of replies received. Another objection sometimes 
offered to positive confirmation requests is the reaction of customers, be¬ 
cause some of them imagine they are receiving a special request for pay- 
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ment. If a good customer becomes angered, the method is disadvantageous; 
if a customer remits and is not antagonized, it is an advantage, particularly 
if that customer normally is slow in liquidating his account. 

In preparing to send confirmation requests, the staff of the client should 
be requested to prepare the statements to be mailed for confirmation. Ac¬ 
count balances only may be placed on the statements, or the entire account 
activity may be used. The auditor should compare the account balance on 
the statements with the ledger account balance or with the amount in his 
accounts receivable trial balance, which he already has checked to the 
ledger balance. The auditor should mark the accounts for which confirma¬ 
tions are requested. 

The confirmation request is then attached to the statement. The auditor 
personally should mail the requests directly to the debtors, in his own 
envelopes, enclosing an envelope for reply if the positive method is used. 
If an employee of the client were to mail the requests—positive or negative 
—he might abstract a fictitious statement, approve it, and return it to the 
auditor, who would be ignorant of the circumstances. 

Upon their return directly to the auditor, the replies must be checked 
against the list of accounts receivable and all differences noted and in¬ 
vestigated; amounts in agreement with the list should be ticked. 

ILLUSTRATION. One type of noted difference may be illustrated as 
follows: A debtor claims his account balance to be $5,000 less than the 
statement sent him for confirmation, stating that he mailed the remit¬ 
tance on December 26, 1951—and the statement to be confirmed was 
dated December 31, 1951. The remittance was not entered in the 
customer’s account until January 4, 1952; and entries on the bank 
statement did not match entries in the Cash Receipts Journal. Thus, a 
shortage had been covered by lapping. 

If positive confirmations were sent, and if a reply is not received within 
a reasonable time, a second request should be sent if the account has not 
been liquidated in the interim. If desirable, a third request may be sent by 
registered mail in those audits—brokerage firms, for example—where con¬ 
firmations are required. Normally, if a reply is not received after the second 
request, the auditor may reasonably assume that there are no differences 
between the balance according to the client and that according to the 
debtor; however, -this assumption does not excuse the auditor from an 
examination of the composition of the accounts, an investigation of the 
bona fide nature of the unconfirmed accounts, or a review of the transactions 
affecting the accounts. 

When differences exist between the client and the debtor, they usually 
take the form of (a) charges for merchandise shipped at the end of the 
period which merchandise was not received by the debtor until after the 
close of the period; (b) cash payments made by the debtor and not received 
by the client until after the close of the period; ( c) returned merchandise 
either not received or not credited until after the close of the period; ( d) 
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Illustration 29 

CONFIRMATION REQUEST NEGATIVE TYPE 

THIS IS NOT A REQUEST FOR PAYMENT 

Please examine the balance of your account appearing on the 
attached statement If it is not in agreement with your records, 
please notify our auditors 

HAMILTON AND HARDISTY 
Cfrufifd Pubiic Accountants 
3 West Fourth Street 
Cincinnati 2, OhiD 

and explain any differences. 


Illustration 30 

CONFIRMATION REQUEST POSITIVE TYPE 

Date_ 

To__ 


Gentlemen 

Please advise our auditors, Hamilton and Hardis*^, Certified Public Accountants, 3 West 
Fourth Street, Cincinnati 2, Ohio, on the attached form, of the correctness of the balance 
of your account as shown by our books at the date and m the amount stated below, or of any 
exceptions you may take thereto A stamped and addressed envelope for your reply is enclosed 
Your prompt attention will be appreciated. 

Very truly youis, 

Name of Client 

(This is merely a request for confirmation, not foi remittance ) 


Hamilton and Hardisty 
Certified Public Accountants 

3 West Fourch Street No__ 

Cincinnati 2, Ohio 

We (I) confirm the correctness of a debit balance of $_in our (inv) account 

on the books of----as of--- 

195_, with the exceptions, if any, stated below 

Signed__ 

B y- 

Exceptions (please state differences in detail, giving all pertinent dates and amounts')' 


(Use other side if necessary ) 
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CONFIRMATION REQUEST: POSITIVE TYPE 


CORDES COMPANY 

Auditing Department 

Deer Park, Ohio 

Tir-- 


No. 

THIS IS NOT A REQU EST FOR PAYMENT 


In connection with the examination d£ our accounts and records your account shows an 

/« 


unpaid balance of $_ 


. due 


[y° 


Kindly compare this amount with your records as of the date above. If correct, please sign 
below; but if not correct, state the unpaid amount according to your records, supplying full 
information on the reverse side of this request. 

, r c ii j [us on (same date), as follows: 

We would also appreciate a confirmation oi all notes due-' - 

(you 


Date of Date Interest Interest Amount Collateral or 

Note Due Rate Paid to: of Note Guarantees, or 

State "None" 


This request is made in the usual course of our regular audit for the purpose of verifying your 
account. This is not a bill oi a statement. An addressed envelope is enclosed for your con¬ 
venience in furnishing the desired information promptly. 

Very truly yours, 

Auditing Department 
CORDES COMPANY 

The above statement is_correct. (List any differences on the reverse side of 

this form.) 

Signed _ 

By- 

Dace- 


disputed items, such as allowances, damaged goods, and questionable return 
privileges; ( e ) manipulation of the accounts on the books of the client. 
All differences between debtor and creditor balances must be investigated 
to determine the existence of clerical errors and fraud. The differences 
should be discussed with the client in order to arrive at the correct accounts 
receivable balance. If confirmations were obtained under the sampling 
process, and if the number of replies received was not satisfactory, or if 
discrepancies were great, the sample should be extended. 

Illustration 29 presents a negative type of confirmation request. Illustra¬ 
tion 30 shows a positive type of confirmation request. Illustration 31 presents 
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a positive type of confirmation request suitable for use by the internal 
auditing department of a company; slight alterations would make it useful 
to the independent certified public accountant. 

As stated on page 237, confirmation requests should be mailed to ac¬ 
counts with credit balances. These credit balances may be the result of loans 
or deposits required with orders, in which case they are not true credit 
balances in accounts receivable. They also may be the result of overpay¬ 
ments, merchandise returned, allowances, or bookkeeping errors. 

The extent of the examination of receivables and the extent of the con¬ 
firmation results should be set forth in the audit report somewhat as follows: 

Number of 

Accounts Percentages Amounts Percentages Averages 

December___$__ $_ 

November _ _ ___ __ 

October _ _ __ 

Prior __ _ _ _ _ _ 

Totals _ _ $_ _ $_* 

* Not of above 

The average age of the accounts receivable has been determined to 

be_months and_days, on which basis the present accounts 

receivable (will) (should) have been liquidated on __, 19_ 

If receivables are not confirmed by correspondence, it is the duty of the 
auditor to state in his report that the receivables were not confirmed, with 
the reasons therefor, whether or not the procedures were practicable and 
reasonable. This position is set forth in Statements on Auditing Procedure, 
No. 12. The auditor should mention all procedures omitted as well as 
procedures adopted for each engagement, in order to avoid being charged 
with negligence. The competent auditor will at all times endeavor con¬ 
scientiously to obtain what he considers to be the best possible evidence in 
substantiation of the accuracy and collectibility of the receivables. If ac¬ 
counts receivable were not confirmed, a typical section of the report might 
read as follows: 

"Auditing tests of records concerning accounts receivable have been 
made, but based upon the request of the client company, we did not follow 
the generally accepted procedure of directly communicating with debtors.” 

4. Determine Accounts Receivable Validity. The validity of the ac¬ 
counts receivable must next be established. The attempt of the auditor is to 
determine that the accounts are those of bona fide customers, not fictitious 
items to be written off later with the consequent appropriation of cash or 
merchandise. The auditor should examine the system of handling the re¬ 
ceivables and the general sales procedure, and he should note any changes 
in procedure from period to period which may affect the system of internal 
control. Entries in the accounts receivable accounts, both debit and credit, 
arise from the General Journal, cash records, sales journals or summaries, 
sales returns and allowances records, and the Notes Register. In order to 
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establish accounts receivable validity—in addition to confirming the ac- 
counts—it is necessary to proceed as follows: 

a) Account for all invoices, sales tickets, cash register tapes, etc.; as indicated 
in Chapter 6, all of these items must be controlled even though the audit is on 
a test basis. If consecutive numbers are not printed on sales invoices, tickets, etc., 
there is always present the opportunity to extract an item and retain the 
cash. Therefore, the objectives of the auditor in controlling all items are to 
afford him control and to indicate to employees the advisability of presenting ail 
items. 

b) Examine the sales distribution. This is necessary in order to assure the 
accuracy of the debits and in order to detect undercharges to customers, based 
upon standardized sales prices. 

c) Prove the posting accuracy to controlling and subsidiary accounts. This 
work may be performed at this point or in connection with the examination of 
the original records. 

d) Verify prices billed to customers, and the extensions and footings on in¬ 
voices, and compare with entries in the Sales Journal. If the sales journal en¬ 
tries are smaller in amount than the invoiced amounts, the probability is that 
cash is being diverted. 

e) Compare sales invoices in ( d ) with shipping records. If sales orders or 
customer purchase orders are available, they should be compared with the in¬ 
voices, for items and amounts, and with the shipping records. This is necessary 
to determine fictitious accounts or billings in advance of orders. This procedure 
should be followed for at least several days prior to and after the close of the 
period. 

ILLUSTRATION. Invoices totaling $57,800 were prepared and entered 
as sales on December 30, 1951. There were no sales orders, no shipping 
records, and no reductions of inventory. This is an example of "window 
dressing.” 

Shipping records must also be examined to ascertain that all goods shipped were 
billed to customers. 

/) Examine debit entries which give rise to accounts receivable credits in 
order to be certain that accounts have not been charged off the records without 
proper authorization. Entries charging bad debts allowance or expense, returns, 
and allowances have been made in collusion with customers or by employees of 
the seller alone. 

g ) Receiving room records must be examined for returned goods, and the 
auditor must ascertain that the credit has been passed to the proper account re¬ 
ceivable in order to prevent overstatement of receivables. 

The preceding actions, which involve the testing of the accuracy of the 
sales records, were discussed fully in Chapter 6, in the consideration of the 
examination of the original records. 

5. Determine Proper Cutoff of Sales Records. Numerous instances arise 
in which sales records and cash books have been kept open in order to 
present a more desirable financial condition and an increased sales figure; 
this practice is commonly known as ‘window dressing,” a form of manage- 



244 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch.9 

ment fraud. In order to attempt to solidify the action, invoices may be dated 
back. If shipping records are checked against duplicate invoices, the practice 
of holding the sales records open usually is disclosed. Credits to the accounts 
receivable made after the close of the period, when the Cash Book has been 
held open, will have been discovered in the audit of cash. If sales were 
entered and the customers were charged, but if the inventory was not re¬ 
duced at the close of the period because of the fact that shipment was not 
made, a padded profit position would be shown to the extent of the sales; 
fraud may have been intended in order to bolster a weak financial condition. 
In such situations 'the auditor should reverse the sales entries. However, if 
the sale was entered and the inventory was reduced, but if shipment did not 
take place, the auditor should reduce the sales and the receivables and 
restore the inventory. In cases of this nature, income of one period is in¬ 
correctly shown in another period; whereas, in those cases where the in¬ 
ventory was not reduced, profits are incorrectly increased to the extent of 
the entire sales figure. In those cases where inventory has been reduced, 
investigation may prove that the sales were actually made in the period 
under audit and that shipment was deferred at the request of the customer. 

6. Verify Coliection-on-Delivery Accounts. Collcction-on-dclivery ac¬ 
counts arise when such terms are granted a customer or when a regular 
customer becomes negligent in his payments and is placed on that basis. 
Normally, receipts from C.O.D. sales are received within a few days after 
shipment; if any other condition exists, the auditor should investigate the 
circumstances of delay. Title to goods shipped on a C.O.D. basis remains 
with the seller until delivery to and payment by the customer; however, 
the seller may record the sale as such either at the time of shipment or 
upon collection. If the sale is recorded at the shipment date, the amounts 
due are trade accounts receivable at the balance sheet date. If the sale is not 
recorded until payment is received, the goods shipped at the balance sheet 
date must be included in inventory. In order properly to control inventory 
under the retail inventory method or under a non-retail perpetual inventory 
method, it is better to record the sale as of the date of shipment. 

7. Test Discounts. In examining the accounts receivable, tests must be 
made of discounts taken by customers; this may be done when the cash is 
audited. Cash discounts may be overstated in the records and the cash mis¬ 
appropriated. This type of fraud is brought to light by testing the discounts 
and by matching the detail of the cash receipts with authenticated copies of 
deposit tickets when cash receipts arc in the form of cheques. The sample 
selected for the testing of discounts may be the sample selected for con¬ 
firmation, or it may be from the non-confirmed accounts. 

Commonly, any discount in excess of 2 or 3 per cent is viewed as a 
trade discount; occasionally, however, discounts much higher than this are 
treated as cash discounts. The auditor must investigate trade and client 
practices and discuss procedure with the client. If large discounts are al¬ 
lowed and are construed as cash discounts, then a Reserve for Discounts 
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should be set up, based on the estimated amount of discount to be taken by 
customers on their year-end balances. A good determinant of a trade dis¬ 
count is as follows: If the discount is allowed if the debtor pays beyond the 
limit stated in the agreement for payment, and/or if it exceeds 2 or 3 per 
cent, it probably is a trade discount. 

8. Test Returns and Allowances. In examining sales returns and al¬ 
lowances, all credit memoranda issued should be sequentially numbered and 
accounted for, and properly signed for authority. The total of the credit 
memoranda for returned merchandise should agree with the general ledger 
control entries for returned merchandise, and the total credit memoranda for 
allowances should agree with the general ledger control entries for allow¬ 
ances. The prices, extensions, and footings on credit memoranda should be 
tested and the credit memoranda for sales returns compared with receiving 
department records. Then the returned goods should be traced to the in¬ 
ventory records. All large and extraordinary returns made during several 
weeks after the balance sheet date should be carefully examined because 
sales may be inflated at the end of the period and offsetting returns entered 
in the new period. 

Sales returns and allowances may offer the auditor excellent clues to de¬ 
fective merchandise; to labor and inspection failures; and to such practices 
as fictitious sales, shipping to customers without a purchase order, and re¬ 
turns and allowances authorized by improper personnel. Because there is no 
return of merchandise in a sales allowance and consequently no receiving 
report, the auditor must use extreme care and examine correspondence files 
for possible differences of opinion between client and debtor, and for dif¬ 
ferences between agreed allowances and recorded allowances. Sales allow¬ 
ances should be approved by someone who does not have access to cash or 
inventory. 

As in the case of discounts the entry of unauthorized returns and allow¬ 
ances probably is indicative of fraud; therefore, proper authorization is of 
fundamental importance. 

9- Reclassify Consignment Accounts. Merchandise out on consignment 
grants the consignee the privilege of deferring payment until the merchan¬ 
dise is sold. If merchandise is out on consignment, consignment accounts 
should be maintained; and the amounts charged out should not be considered 
as accounts receivable. The consigned inventories are owned by the consignor 
and should be included in his inventory. The auditor must examine con¬ 
signment contracts and records and must examine the accounts receivable to 
ascertain that consignments-out accounts are not included therein. One good 
indication as to whether an account represents an outward consignment 
exists where the account shows large debits and small irregular or periodic 
payment credits. A few companies, operating their accounting systems im¬ 
properly, rely upon memory as to which accounts represent consignments- 
out; and the auditor may not realize that an account is a consignment unless 
he looks for small credits, or confirms the accounts, or examines correspond- 
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ence, or watches for consignment reports accompanying customer remit¬ 
tances. In many instances it may be necessary to wait several days after the 
balance sheet date in order to obtain the year-end consignment report of a 
consignee. 

In the schedule of accounts receivable in Illustration 28 (p. 234), space 
is provided for the segregation of consignment accounts which might be in¬ 
cluded in accounts receivable. The adjusting entry should be made as fol¬ 
lows: 


Inventory . ■.. 700 

Cost of Sales. 700 

To restore to inventory the cost of goods out Dn 
consignment. 

Sales.1,000 

Accounts Receivable . 1,000 

Trade accounts receivable relieved of the sales price 
of goods consigned. 

If consigned goods were sold at the balance sheet date, as indicated by a 
consignment report, but if the consignee had not remitted, the account re¬ 
ceivable should be included as such and the sale recorded. 

10. Segregate and Eliminate Accounts Receivable from Affiliated Com¬ 
panies. In preparing the analysis of accounts receivable (see Illustration 
28), the "accounts receivable” of subsidiary companies and otherwise af¬ 
filiated companies may be found to represent merchandise sales, merchandise 
transfers, cash advances, other assets advanced, or expenses paid. Each ac¬ 
count receivable with subsidiary or otherwise affiliated companies must be 
analyzed to determine if the account is a current asset or an investment asset; 
the classification depends upon the nature of the account and the intention 
behind the transactions. 

In a consolidated balance sheet, accounts receivable from subsidiary com¬ 
panies are eliminated against the related accounts payable on the statements 
of the subsidiary companies; all other intercompany accounts are eliminated. 
If a consolidated balance sheet is not prepared, accounts receivable from 
subsidiary companies are shown in the balance sheet. The auditing procedure 
for affiliated company accounts receivable docs not differ from the procedure 
followed for trade accounts receivable. Credits to subsidiary company ac¬ 
counts for returns and allowances made subsequent to the close of the period 
must be completely investigated; since the possibilities for management fraud 
on the public are great in this connection. 

11. Give Proper Treatment to Branch Accounts. The examination of 
trade accounts receivable of domestic branches follows the same procedure 
as that adopted in the examination of any trade receivable. A branch may 
keep its own accounts receivable, or they may be kept at the home office. If 
the branch does not keep its accounts receivable, the auditor must investigate 
to be certain that the accounts receivable do not include accounts reciprocal 
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to the home office; if reciprocal accounts are so maintained, they must be 
eliminated from the trade receivables. 

ILLUSTRATION. A summarized analysis of an "account receivable” 
with a sales branch is as follows: 

Receivable from branch customers 

Cash advanced to branch. 

Expenses paid for branch. 

Total. 

Only the receivables from branch customers should be considered as 
current assets. 

Concerns with foreign branches customarily operate each branch as a 
separate organization. It is normal procedure to maintain the accounts in the 
home office, although many large companies use one account with each 
branch; each foreign branch carries a complete set of records, plus its ac¬ 
count with the home office. If the records are kept at the home office, 
amounts may be stated in home office currency or both home office and 
foreign country currencies. At the branch it is normal procedure to carry 
amounts in the currency of the country in which the branch is located. 

If the foreign branch is audited by a recognized accountant of the foreign 
country, the domestic accountant will accept his report—after proper exami¬ 
nation—and then consolidate the accepted financial statements of the foreign 
branch with those of his domestic client. Amounts stated in foreign cur¬ 
rencies should be converted to domestic currencies at the balance sheet date, 
so that a balance sheet and an income statement may be prepared with a 
common denominator. 

If funds in foreign branches are in any way restricted, the consolidated 
balance sheet should clearly show such restriction. 

12. Examine the Treatment of Foreign Receivables. Sales are often 
made to customers in foreign countries directly from the domestic home of¬ 
fice. If sales to customers in foreign countries are made against open drafts, 
it is always possible that a draft will not be honored. In such cases an ac¬ 
count receivable should not appear; the transaction should be handled on a 
basis similar to that of a consignment, and the goods should be included in 
the inventory of the client-exported. If payment has been received preceding 
shipment, this situation will not exist; and the auditor must examine the 
records to be certain that the money received and the inventory are not both 
included. When foreign accounts receivable exist, original orders and ship¬ 
ping records must be examined to determine validity; and investigation must 
prove that the merchandise is in the hands of a foreign customer and not a 
foreign sales agent. 

ILLUSTRATION. Diversion of funds from foreign customers and other 
sources may be exemplified as follows: When the bookkeeper was 
absent from the office, the president noticed that a cheque in the 
amount of {2,500, remitted by a foreign customer, had been credited 


$ 2,000 

500 

_100 

$ 2,600 
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to the accounts of six domestic customers. For years the bookkeeper 
had been misappropriating C.O.D. cash and covering the diversions 
by depositing foreign remittances and crediting the C.O.D. accounts. 

13- Segregate Receivables from Officers, Directors, and Stockholders. 
Accounts due from officers, directors, and stockholders must be carefully in¬ 
vestigated. The client may keep such items in his Accounts Receivable 
Ledger, or they may be kept independently; in the former instance they 
should be separated in the preparation of the accounts receivable schedule 
(Illustration 28): The accounts must be analyzed, even if there is no balance 
at the balance sheet date, in order to determine the reason for their exist¬ 
ence, to determine that credits are proper, and to determine proper balance 
sheet presentation. The audit report should carry the detail of these items; in 
many cases these "accounts receivable” are not current assets. 

If any of the items are loans to officers or directors, the corporation’s code 
of regulations should be examined to determine if the action is permissible. 
Also, the auditor should obtain direct confirmation of all open and closed 
loans. 

14. Analyze and Segregate Other Non-trade Receivables. In addition to 
non-trade accounts receivable from affiliated companies, branches, and of¬ 
ficers and employees, there are many other non-trade accounts receivable 
which should be segregated from trade accounts receivable in the balance 
sheet. Many non-trade accounts receivable are not current assets but are in¬ 
vestments or other assets. A few of the non-trade receivables are indicated at 
this point. Care must also be exercised in discovering improper credits to the 
non-trade accounts receivable. 

Unpaid subscriptions to capital stock of the client corporation may or may 
not be evidenced by notes. The account balance should be verified by con¬ 
firmation and inspection of contracts and their collectibility determined in a 
manner similar to that for any receivable. 

Deposits may be on contracts, on open bids, on public utility facilities, for 
faith of performance, etc. In certain cases the deposits should be confirmed; 
in other cases—as exemplified by deposits with public utilities—correspond¬ 
ence, receipts, etc., should be inspected. 

Claims against transportation companies, insurance companies, and others 
should be examined by oral investigation, inspection of correspondence, and 
copies of claims filed and approved. Proofs of loss must be examined in 
detail. 

Accrued incomes receivable arise from rents, royalties, interest, and similar 
items. The auditor usually accrues these items on his working papers in con¬ 
nection with the examination of the income-producing asset. Accrued in¬ 
comes normally are current assets. 

15. List Past-Due Accounts Not Paid at the Date of Completing the 
Examination. With respect to past-due accounts the aging schedule indi¬ 
cates the date of last payment. Payments on past-due accounts made prior to 
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closing the engagement should be traced and indicated in the working papers 
for the accounts receivable trial balance, since such payments might affect 
the allowances for uncollectible accounts. Prior to closing the audit, the audi¬ 
tor should list all open past-due items; this can be done on the aging 
schedule. 

16 . Examine the Treatment of Credit Memoranda. If credit memoranda 
are issued to customers after the balance sheet date, they should be examined 
for several weeks to ascertain if the original charges were recorded in order 
to inflate sales or receivables at the balance sheet date; if such a situation 
exists, the credit memoranda should be adjusted as of the balance sheet date 
by a credit to Accounts Receivable and a charge to Sales; if the ''sales” were 
costed as they were recorded, an adjusting entry charging Inventory and 
crediting Cost of Sales also must be made. 

If the credit memoranda are legitimate and in the regular course of busi¬ 
ness, they would be entered in the period subsequent to the balance sheet 
date. 

17. Determine Pledged Accounts , and Determine Customers } Equity. 
The auditor may discover that a client is being partially financed as follows: 

1. By pledging accounts receivable as bank loan security. 

2. By assigning accounts receivable to credit companies or to banks. 

3. By factoring sales. 

In the schedule of accounts receivable in illustration 28, all accounts re¬ 
ceivable pledged or assigned should be extended to the column provided for 
that purpose. In order to determine the accounts pledged or assigned, the 
auditor should investigate available agreements covering pledging or as¬ 
signment. In the Accounts Receivable Ledger, each pledged or assigned ac¬ 
count should be marked to indicate that it is pledged or assigned by stamping 
the account entry; and underlying invoices should be so stamped even if the 
agreement does not require it. 

When accounts receivable are pledged or hypothecated as loan security 
with a bank—or, occasionally, with a finance company—the lien should be 
disclosed in the records; and the balance sheet should contain a statement, 
parenthetically or by footnote, of the total dollar amount of the pledged re¬ 
ceivables. The amount of the loan would appear as a liability The pledged 
receivables should be confirmed by the bank or finance company for the 
amount of the loan and for the total of the uncollected balances of the re¬ 
ceivables pledged. 

When a loan is obtained from a bank by pledging selected receivables, 
there are two methods of granting the loan: 

a) The substitution plan. In this plan the borrower who has pledged the 
receivables accepted by the bank is permitted to use all cash received 
from customers whose accounts were pledged, provided he can substitute 
other acceptable accounts receivable of equal amount; if this cannot 
be done, the loan must be reduced. 
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b) The non-substitution plan. Under this method, as a customer remits, he 
will remit either directly to the bank or to the borrower, in accordance 
with the agreement with the bank. If remittance is made to the borrower, 
the borrower then remits to the bank daily or weekly for all collections 
from pledged receivables of that day or week. The bank holds such re¬ 
mittances in escrow in the name of the borrower. 

In either plan a loan agreement will exist between the bank and the 
borrower which must be investigated by the auditor. The listing of the 
pledged accounts must be compared with the indicated items in the Accounts 
Receivable Ledger.' 

The assignment of accounts receivable differs in procedure from pledging 
as loan collateral. When accounts receivable are assigned, the assignment 
agreement with the finance company may or may not require that all in¬ 
voices and periodic statements sent to customers bear a notice of the as¬ 
signment. If the notice of assignment on invoices and statements directs that 
the debtor remit to the assignee, that is called the "notification” plan. If 
notice of assignment is not required, the debtor remits to the borrower; that 
is known as the "non notification” plan. 

Normally, the assignment of accounts receivable is accompanied by a 
guaranty by the assignor that the accounts either will be collected or re¬ 
placed by collectible accounts; in consideration of the guaranty the as¬ 
signee usually withholds a percentage of the total possible collection. In in¬ 
frequent cases the accounts are assigned without guaranty. In such cases the 
customers’ accounts receivable ledger accounts should be closed to indicate 
the completion of the transaction. In cases of assignment without guaranty, 
there is no remaining equity for the assignor. However, if an auditor dis¬ 
covers closed accounts as the result of an assignment, he should investigate 
before concluding that the assignment was outright, without guaranty; the 
client may have recorded the entries incorrectly. In order to establish proof 
of no guaranty, a confirmation to that effect must be obtained from the 
assignee. 

If accounts receivable have been assigned in the customary manner, ac¬ 
companied by a guaranty of collection by the assignor, the assignee normally 
will advance only a portion of the face value, retaining the balance as a fund 
in support of the guaranty. The accounts assigned, or specific invoices within 
the assigned accounts, should be clearly indicated by a distinctive mark in the 
ledger accounts to show that they have been assigned; and the indicating 
designation should carry with it the name of the assignee. 

When accounts receivable have been thus assigned, the auditor should 
read the contract to ascertain that all conditions have been fulfilled. He 
should then obtain a confirmation from the assignee setting forth (a) the 
balance of the uncollected assigned accounts; ( b ) the amount advanced by 
the assignee; and (c) the amount withheld by the assignee, that is, the 
guaranty fund. The assignee normally requires a schedule of the invoices 
assigned and reasonable proof of shipment. The schedule is supported by 
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copies of the invoices rendered customers, to which are attached the formal 
account, properly signed by the designated person. 

The accounting for assigned accounts receivable is similar to that for notes 
receivable discounted. When accounts receivable are assigned, the usual 
entries are as follows: 


Cash. .13,400 

Equity in Assigned Receivables. 6,000 

Discount Expense . 600 

Accounts Receivable Assigned . 20,000 


The balance sheet of the conditional assignor should show the assigned ac¬ 
counts. There are several methods of portraying the assignment in the 
balance sheet, one of which is as follows: 

Accounts receivable.$62,750 

Less: Assigned accounts. 20.000 

Free accounts. 

Equity in assigned accounts. 

Since the assignor is contingently liable for the amount of the guaranty, 
this fact should be expressed on the balance sheet, as above, or as a footnote. 
Merely to show the accounts receivable at $48,750 hides the contingent 
liability of $20,000 and the fact of assignment. The allowance for bad debts 
would be subtracted from the $48,750 remaining equity, and the allowance 
should be large enough to cover losses on all accounts receivable. 

The auditor should examine the accounting records for several weeks after 
the close of the fiscal period in order to ascertain if any of the accounts as¬ 
signed at the balance sheet date were reacquired. Such reacquisition may be 
the result of an uncollectible item, in which case the auditor is better enabled 
to value the assigned accounts as of the close of the period. In addition to the 
foregoing reasons for the examination of the records after the balance sheet 
date, it may be that the assignment was made shortly before the close of the 
period in order to strengthen the cash position, with reacquisition of the re¬ 
ceivables immediately after the close of the period. In conditions of this 
nature, made for the obvious purpose of "window-dressing” the balance 
sheet, full disclosure of rhe reacquisition should be made in the report. 

The factor is a modern manifestation of specialization and has become in¬ 
creasingly prominent in certain industries in the past several years. Briefly, 
the services rendered by the factor include, among others, granting credit, 
billing the customer, and collecting the accounts receivable. The effect is to 
eliminate the credit, billing, and collection departments of a manufacturer, 
jobber, or merchant. The factor guarantees payment of all accounts passed 
on by him, since he has approved all sales; if the factor rejects an account, 
the factoring merchant has the privilege of assuming it. The books of the 
factoring merchant will show only one account with the factor and no ac¬ 
cepted customer accounts receivable. 
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The auditor must obtain confirmation from the factor of the amount due 
from him or to him, advances by the factor, and collateral held, if any; he 
must read the factoring agreement and verify charges for interest, discount, 
allowances, and transportation. 

18. Determine Account Collectibility. Actual collection constitutes full 
proof of the existence of an account receivable and its collectibility. Con¬ 
firmations and other auditing procedures described in the preceding sections 
of this chapter attempt to establish proof of the existence and accuracy of 
the accounts. However, an account may be confirmed and never paid. There¬ 
fore, the auditor must attempt to determine the collectibility of the accounts 
receivable so that financial statements may be correctly prepared and so that 
an adequate expression of opinion may be rendered in the audit report. One 
method of determining collectibility is to inspect and investigate the ac¬ 
counts, noting all evidences of possible bad debts. The procedure under this 
plan would be somewhat as follows: The total of the debit balances must be 
compared with the credit sales for the credit period. 

ILLUSTRATION. If the credit terms are 2/10, n/30, and all discounts 
are normally taken, and if the credit sales for the 30-day period preced¬ 
ing the date of the examination amounted to $250,000, the balance of 
the accounts receivable should not be more than about $85,000; if the 
balance is $350,000, at least $100,000 is past due even if no discounts 
have been taken. The collection experience oh the current year should 
be compared with that of the preceding year. It is also possible that 
certain customers were granted special terms; this should be investi¬ 
gated and abuse of the credit-terms privilege directed to the attention 
of the management. 

The next step would involve a discussion of the accounts and their col¬ 
lectibility with credit department personnel. If a company has many cus¬ 
tomers and a major portion of the business is not conducted with any one 
customer, that company in general may be in a better collection position 
than a company with a few large customers. An examination should then 
be made of the losses of preceding periods and of the uncollectible accounts 
charged off in the current period to determine if the bad debt rate is increas¬ 
ing and if uncollectible account charge-offs are properly approved. Finally, 
correspondence would be examined for indications of bad debts and probable 
future bad debts. 

19. Verify and Determine the Adequacy of the Allowance for Uncollecti¬ 
ble Accounts. As shown in Illustration 28, accounts considered doubtful 
should be provided for in the Allowance for Uncollectible Accounts; and all 
accounts considered to be uncollectible should be charged to Bad Debts Ex¬ 
pense or to the allowance provided therefor. In deciding whether an account 
is doubtful, judgment must be used. That judgment may be formulated af¬ 
firmatively if the following conditions exist: (a) if notes have been ac- 
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cepted for open accounts, ( b) if accounts are in the hands of collection 
agencies or lawyers, (c) if a customer is in receivership and dividends are 
unknown, ( d) if a customer is on a C.O.D. basis but has an unpaid previous 
balance in open receivables, ( e) if account charges periodically exceed 
credits, (f) if a customer is no longer charging and is liquidating his balance 
in round amounts, and (g) if the correspondence does not sound encour- 
aging. 

In deciding if an account is beyond the doubtful stage and in the category 
of an uncollectible account, the guides to uncollectibility may be expressed as 
follows: (a) if a customer has been discharged from bankruptcy and there 
are no dividends, ( h ) if a customer has disappeared, (c) if collection of the 
account is barred by the statute of limitations—assuming that the account 
has not already been written off, (d) if there is a long-standing balance and 
there has been no reply to payment requests, ( e ) if a lawyer or collection 
agency indicates inability to collect, (/) if the customers are out of business 
or deceased, and (g) if there are disputed items which the client is willing 
to settle. 

If the direct charge-off method of handling uncollectible accounts is not 
used, then an allowance for uncollectible accounts must be created unless 
collection experience has demonstrated that all accounts always have been 
collected. The creation of an allowance merely suspends the credit to Ac¬ 
counts Receivable to the time of proved uncollectibility. The annual charge 
to Bad Debts Expense is based upon total sales, charge sales, or the balance 
of accounts receivable, or is created as a result of aging the accounts re¬ 
ceivable. In setting up an allowance for uncollectible accounts, the collec¬ 
tion experience of the client must be taken into consideration. Whatever 
method is used, the auditor should review it and watch its effectiveness. 
Doubtful accounts should be discussed with the client before the auditor 
creates an allowance or adjusts one already on the books. Some companies 
set up an allowance for uncollectible accounts separately for each fiscal 
year; if this procedure has been followed, the auditor may more easily de¬ 
termine the adequacy of the allowance than if a blanket allowance for all 
past years is used. If separate annual allowances are employed, and if the 
credit sales for each year are divided into the accounts receivable written off 
each year, a useful ratio is obtained. The average of this ratio for several 
years, applied to the credit sales of the current year, should result in a test 
of the adequacy of the current year’s allowance. 

The auditor must ascertain that all accounts and notes receivable written 
off as uncollectible have been properly authorized, preferably by the credit 
department and another executive or the legal department, if one is main¬ 
tained; unauthorized charge-offs should not be permitted, and the attention 
of the client should be called to any such charge-offs. The auditor also should 
examine all correspondence connected with the charge-off of any account re¬ 
ceivable. He also must investigate the method of controlling the accounts 
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charged off, so that a future recovery may not be stolen. If the correspondence 
indicates a good credit rating, the auditor should especially investigate for 
fraud in connection with recoveries of accounts charged off. If the client has 
a mixture of small and large accounts receivable, and if he employs a per¬ 
centage method to create the allowance, the auditor should inspect care¬ 
fully the accounts with large balances, since the loss of one of these might 
eliminate the allowance. 

If notes are taken for doubtful accounts, the full amount of the note 
probably should be provided for in the allowance. Notes and acceptances 
charged off should be returned to the Accounts Receivable account and 
charged off from there, in order ro complete the credit record. If charge-offs 
are recovered, the recovery should be passed through Accounts Receivable, 
in order to add to the credit record. Such recoveries must be traced to the 
bank. 

It sometimes happens that a debtor may be constantly paying on an ac¬ 
count, but at the same time the balance may be continually increasing. This 
is a danger signal; the auditor must realize, in providing for the allowance 
and in discussing uncollectible and doubtful accounts with the client, that 
there is the probability of sudden termination of payments. Arrangements 
can often be made to place this type of customer on a C.O.D. basis. 

Companies selling on the installment plan—and using the deferred gross 
profits method of taking up income—have no justification for creating any 
allowance for uncollectible accounts, collection expenses, or losses on re¬ 
possessions, unless these losses and expenses are likely to exceed the amount 
of the gross profit deferred. Since the percentage of gross profit is usually at 
least 40 per cent—and frequently much greater—there already exists, in 
effect, an allowance for losses up to perhaps 40 per cent or more of the out¬ 
standing installment accounts receivable; this is certainly an adequate pro¬ 
vision. A proper matching of incomes and expenses prohibits the charging 
of expenses prior to the recognition of related income, particularly when the 
income deferred is far in excess of the estimated expenses to be incurred in 
the realization of the income. 

Companies that recognize the income on installment sales at the time of 
sale should provide adequate allowances for uncollectible accounts, for losses 
on repossessions, and even for collection expenses. In such cases a separate 
allowance may be set up for each year’s sales. For example, if a 1950 account 
proves uncollectible in 1952, the 1950 allowance would be charged—that 
is, the auditor must ascertain that the allowance for the correct year has been 
charged. He must also determine the adequacy of the remaining allowance 
for each year; if all of the accounts from any one year have been collected, 
any remaining balance in the allowance must be transferred to income or 
to surplus. 

In the working papers the summary of the aging of the installment re¬ 
ceivables and the percentage and amount of the related allowance may be 
illustrated as follows: 
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Accounts with 

Account 

Totals 

Allowance 

Percentage 

Allowance 

Amount 

No delinquent installments 

$101,000 

5 per cent 

$ 5.050 

One delinquent installment 

30,000 

10 per cent 

3,000 

Two delinquent installments 

22,000 

30 per cent 

6,600 

Three delinquent installments 

14,000 

40 per cent 

5,600 

Four delinquent installments 

7,000 

60 per cent 

4,200 

Five delinquent installments 

2,000 

70 per cent 

1.400 

Over five delinquent installments 

500 

100 per cent 

500 

Total installment accounts 

$176 500 


$26,350 

i_ 


In verifying installment accounts and notes receivable and the related 
provision for uncollectible items, the auditor may discover that the client 
holds a chattel mortgage against the items sold. When such a situation exists, 
an allowance for bad debts may not be necessary; however, adequate allow¬ 
ances for repossession losses should be created. If allowances for repossession 
losses have been set up, the auditor must verify their computation and de¬ 
termine their adequacy on the basis of past experience and anticipated con¬ 
ditions. If the client does not follow the practice of using such allowances, 
the auditor should comment to that effect in his report. 

Other Allowances. A few companies create allowances for sales, rebates, 
discounts other than cash, and transportation charges to be deducted. The 
auditor should verify allowances for sales on the basis of past experience. Al¬ 
lowances for discounts other than cash should be verified on the basis of 
available discounts in the balance of the accounts receivable at the close of 
the period; normally, the charges creating such allowances are to be de¬ 
ducted from sales and should not be considered as expenses in the income 
statement. Allowances for transportation should be estimated on the basis of 
merchandise sold F.O.B. destination, wherein the customer pays the trans¬ 
portation charge and deducts it from his remittance to the seller. Where 
there are allowances of the nature outlined, the auditor must satisfy himself 
concerning their adequacy and consistency from year to year. 

Balance Sheet Presentation of Accounts Receivable 

In the balance sheet, accounts receivable first should be divided between 
trade and non-trade. The trade accounts receivable preferably should be sub¬ 
divided—but seldom are so subdivided in practice—according to those due 
and those past due, as follows: 


Trade accounts receivable, current .$xxx 

Trade accounts receivable, past due. xxx 


If non-trade accounts receivable are material in amount, they should be 
subdivided as to their non-trade sources—for example, receivables from of¬ 
ficers, directors, and stockholders; from affiliated companies; from capital 
stock subscriptions; from contract prepayments; from bid deposits, etc. If 
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the items are strictly insignificant in amount, they may be shown in one total 
as "other accounts receivable.” 

Receivables from affiliated companies should be segregated on the basis 
of presenting intercompany data as distinct from trade data and on the basis 
that a receivable may represent or be converted to a long-term advance. 
The question of treating affiliated company receivables as current or other 
assets in the balance sheet depends upon the circumstances of expected cash 
collectibility. 

Receivables of significant amount from officers, directors, and stock¬ 
holders should always be segregated in the balance sheet, whether or not the 
receivables arise from sales, loans, advances, or any other source. This segre¬ 
gation is necessary due to the relationship of these persons to the corporate 
entity, the responsibility to owners, and the possibilities of personal interest. 

Receivables from capital stock subscriptions should be segregated in the 
balance sheet due to the relationship of the receivable to the capital struc¬ 
ture. Capital stock subscriptions are treated as current assets if collection is 
anticipated and reasonably certain and if the cash to be received is to be used 
for working capital purposes. If collection is uncertain or not contemplated, 
the items should be subtracted from the proper Capital Stock account or 
Capital Stock Subscribed account, since assets will not be realized. 

Receivables of significant amount from foreign customers preferably 
should be segregated in the balance sheer if the collection time is longer 
than that for normal domestic receivables. 

Trade accounts receivable should be stated at their gross debit total. If 
credit balances occur in any of the accounts receivable and cannot be offset 
by a debit balance in the same account, these balances actually are accounts 
payable and in the balance sheet should be shown separately among the cur¬ 
rent liabilities, if material in amount. If the total of the credit balances is 
small, it may be shown with the miscellaneous accounts payable. Credit 
balances in accounts receivable may be liquidated, or they may be eliminated 
by future sales; but, for balance sheet purposes, they should not be deducted 
from the gross debit balance of the accounts receivable. 

The presentation of assigned accounts receivable was illustrated on page 
251. If accounts receivable are pledged as loan collateral, the fact of 
hypothecation should be stated parenthetically. 

Allowances for uncollectible accounts, discounts, transportation charges 
to be deducted, and sales should be subtracted in the balance sheet from the 
gross total of the trade accounts receivable and the balance of the receivables 
shown net. If an allowance for uncollectible accounts is not used—or is not 
necessary—the balance sheet should point to that fact. If accounts receivable 
are not properly subdivided, creditors and investors may be misled; and it 
might be alleged that the auditor was negligent in his duties. 

Accounting Research Bulletin No. 30, issued by the Committee on Ac¬ 
counting Procedure of the American Institute of Accountants in August, 
1947, establishes standards for the classification of assets as current or other 
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than current. The classification is primarily on the basis of function and op¬ 
erating cycle expectations, not on a time basis. Relating to the classification 
of assets as current or other than current, Rule 3-13 of Regulation S-X of 
the Securities and Exchange Commission states: 

Items classed as current assets shall be generally realizable within one year. 
However, generally recognized trade practices may be followed with respect to 
items such as installment receivables or inventories long in process, provided an 
appropriate explanation of the circumstances is made and, if practicable, an 
estimate is given of the amount not realizable within one year. 

Thus, in preparing financial statements in conformity with the requirements 
of the Securities and Exchange Commission, the segregation indicated in the 
rule must be followed. 

Written Representations Obtained from the Client 

If the auditor requests from the client his written representations covering 
the accounts and notes receivable, the certificate thus obtained should be 
signed by the treasurer and the credit manager. The representations should 
be somewhat as follows: 

1. The trade accounts and trade notes receivable represent valid claims against 
customers of the company. 

2. Non-trade receivables from officers, directors, stockholders, and controlled 
companies are correctly and properly set forth in the balance sheer. 

3. Consignments are excluded from the receivables. 

4. The accounts receivable balance contains no charges for merchandise 
shipped after the balance sheet date. 

5. All assigned accounts receivable are properly indicated in the records of the 
company. 

6. All notes receivable discounted are properly indicated in the balance sheet. 

7. The balance of the accounts and notes receivable are not subject to al¬ 
lowances for price adjustments, liens, transportation deductions, or dis¬ 
counts in excess of the customary cash discount. 

8. All known uncollectible notes and accounts receivable have been charged 
off at the balance sheet date. 

9. The allowance for bad debts of $ _, in the opinion of the under¬ 

signed, is adequate to provide for all losses in the receivables at the 
balance sheet date which may result from uncollectibility. 

Standard No. 13 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter and in Chapter 10, the following standard for receivables is presented: 

No. 13. "Notes and accounts receivable must be examined, analyzed, 
and confirmed where possible to determine that the receivables represent 
valid claims against customers and others for sales of merchandise or service 
or for funds loaned or otherwise advanced; also, there must be adequate 
and proper provision for notes and accounts whose collection is doubtful.” 
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1 

INTERNAL CONTROL QUESTIONNAIRE 

Accounts Receivable 

Yes 

Nn 

Not 

A pp lical k 





1 Are subsidiary ledgers regularly balanced with the controlling ac- 




l ounts? 




2 Does the client perindirallv ape the arcr.iuntB? 




3 Are delinquent anrunts periodically reviewed by a proper official? 




4 Arc adequate uncnllectil le account allowances Bet up? 




5 Are uncnllrclihlr mount write-offs approved by a proper official? 




6 Arc credit adiusimenti approved by a proper official? 




7 Aker an account receivable has been written off as uncollectible. 




is proper rnntri 1 exercised over the account and over possible future 




collections? 




H Are Lredit memoranda su|uentially numbered? 




f ? Are ill numbers in Question 8 accounted \ r ? 




ID An monthly at iLcrnenls sent tD all customers? 




11 Arc the BtUrments pnpared by someone not hiving icclbi to the 




Cash Receipts journal nr the accounta receivable credits? 




1Z Are statements muled by Bnmeone other than the accounts receiv- 




il le L jokkeeper? 




13 D lb the client unfiim accounts receivable balances by a person 




indi y til dent if 




a) The rasluer? 




t ) TIk icirunrs leiriv able 1 nkkeeper? 




r) I hi credit in niagi.r? 




14 Art disputed items ind differences reported b> customeis handled 




by i pirsi n i rhrr then the caBlurr or the accounts receivable book” 




keeper? 




IS Arc irregulir cash and trade diBcuuntB and allowances approved 




by i responsible person? 




lb Arc tin dunes uf the accnuntB receivable bookkeeper divnreed 




from all cash receipts and diBburBermnts functions? 




17 To pav an accmint receivable credit 1 aluiti is proper official ap- 




prnval required? 

— 

— 

— 

1H Aie accounts receivable bookkirpers rotated on their jobs? 

19 Are allshipmcnlB represented by ihvoilib? 




20 Are all shipments recorded in ihr aci lints? 




21 Does the caBh cillctlinn division ipcraLt is a verification of the 




work of the accounts ricuvabk bmkktrper? 




22 Does the indit division, in passing m credit terms and limits 




have any connection with 




a) The sales drparlimnt? 




b) The accounts receivable bookkeeper? 




r) Ihenshier? 




21 Arc credit limits ldhertd to? 




24 If customers ire charged in advance of shipment, ib the proper ac- 




count credited? 




25 Are consignrmntB nit carried in accounts rn eivahle? 




a) If the answer is y es ’ are charges madL on the pnper basis? 




26 Are any balmciB cirncd as trade an. unis receivable uiher than 




trade aicounts receivable? 




27 If accounts receivable arc pledged is loan security, is the accounting 




treatment proper? 


n.r. 





I Date 
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Internal Control Questionnaire for Accounts Receivable 

The internal control questionnaire presented in Illustration 32 is for ac¬ 
counts receivable. 


QUESTIONS AND PROBLEMS 

1. In general, describe the procedure to be followed in the initial audit of the 
accounts receivable of a large department store. 

2. Under what conditions might it be necessary to verify accounts receivable in 
detail? 

3. If it is discovered that non-trade accounts receivable appear in the subsidiary 
Trade Accounts Receivable Ledger, what action should be taken by the 
auditor? 

4. In studying the individual balances shown in a trial balance of an Accounts 
Receivable Ledger, it is necessary for the auditor to be alert with respect 
to certain factors which will influence his judgment as to the correct 
segregation and description of those balances for balance sheet purposes. 
Set forth these factors and the significance of each. 

5. During the course of the audit of the records of the Haven Company, you 
suspected that accounts receivable had been assigned; however, no record 
of assignment appeared in the records. How would you proceed in order to 
verify your suspicion? 

6. Standard audit procedure now involves the confirmation of receivables, at 
least on a test basis. Under what general conditions would you consider 
confirmation to be impracticable and unreasonable? 

7. Do you consider it necessary to obtain confirmations of accounts receivable 
paid prior to the completion of the audit? Discuss. 

8. You are verifying accounts receivable by direct confirmation. Submit 
columnar headings of working papers for the control of confirmation re¬ 
quests sent out and the replies received. 

9- Your client, the City Store, has 25,000 active accounts receivable. As of 
November 30, 1951, a month preceding the close of the fiscal period, trial 
balance tapes of the accounts receivable were prepared as a part of your 
interim audit work. These trial balance tapes were checked against the in¬ 
dividual accounts receivable and footed; the total was then reconciled with 
the general ledger controlling account. 

Confirmation of receivables at November 30, 1951, was on the following 
basis; 

Accounts in excess of $200 (1,000 accounts aggregating 60 per cent of 
the dollar amount of the receivables) were circularized, with a request for 
a direct reply; negative confirmations were sent to the other customers. 
Differences reported had been satisfactorily reconciled. 

Ignoring the question of uncollectible and past-due accounts, what addi¬ 
tional audit procedures would you rAommend in connection with the ac¬ 
counts receivable at the end of the calendar year? 



260 • AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 9 

10. You were engaged to audit the accounts of an installment furniture com¬ 
pany which employed collectors. What would be your audit procedure in 
ascertaining whether the collectors turn in all funds collected? 

11. In the audit of a corporation, you found personal accounts for several of the 
officers. They were in the nature of salary advances and were promptly 
liquidated; all of them were current. How would you verify these accounts 
if you suspected an employee of borrowing cash and charging the account 
of one of the officers? 

12. A client presented to his auditor a list of accounts receivable, with the re¬ 
mark: "These are uncollectible.” Before charging off the accounts, what 
evidences of uncollectibility should the auditor demand? 

13. Your client, the Oldhouse Company, had assigned $100,000 of its accounts 
receivable in order to secure a loan. 

a) How should the assignment be shown in the balance sheet? 

b) If the Oldhouse Company failed before the loan was liquidated, would 
the claims of other creditors be affected? 

14. Design a working paper which would be satisfactory for recording all data 
necessary for the verification of capital stock subscriptions receivable. 

15. Consignment accounts totaling $75,000 were found in the Accounts Re¬ 
ceivable Ledger; the merchandise consigned had been recorded as a sale. 
The rate of gross profits on sales was 50 per cent. 

a) How would you verify the accuracy of these accounts? 

b) How would you be certain that there were no additional consignments- 
out accounts in the accounts receivable? 

c) Prepare the necessary adjusting entries. 

16. During the audit of the records of the owner of a large office building, it 
was noted that the receivables included overdue rentals of a considerable 
amount. The cashier acts as the bookkeeper; the building manager checks 
the rental collections by a comparison of the lists of rents receivable fur¬ 
nished by the bookkeeper. The rent rolls are kept by a clerk responsible to 
the bookkeeper; the clerk prepares the monthly bills and submits them to 
the bookkeeper, who mails them. 

In order thoroughly to test the rental income, what audit procedure 
would you follow? 

17. If a company transfers all past-due accounts to a Suspense Ledger, do you 
consider it necessary to analyze the accounts therein; or is the verification 
of the adequacy of the allowance for uncollectible accounts sufficient evi¬ 
dence that additional work need not be performed? 

18. During the course of an investigation, made for the purpose of preparing 
approximate figures for a proposed sale of a concern, you were instructed 
not to age, analyze, or confirm the accounts receivable. How might you 
proceed in order to be reasonably certain that the allowance for uncol¬ 
lectible accounts is adequate? 

19. The president of the Ajax Hardware Company, the customers of which are 
retail stores and building contractors, will not permit you—in your annual 
audit—to confirm customers’ balances by correspondence. The company also 
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does a substantial cash business with small contractors. The cashier is in 
charge of the company s bookkeeping and has one assistant who substitutes 
as cashier during the cashier’s lunch hour. Charge customers are billed 
monthly and are allowed a discount of 2 per cent if they pay their bills 
by the tenth day of the month after purchase. A 5 per cent discount is al¬ 
lowed on cash purchases. 

Assume that you have reviewed the company’s system of internal con¬ 
trol over sales; you have determined that salesclerks prepare invoices or 
sales slips for all sales and that these invoices are properly entered in 
appropriate sales registers. Footings in sales registers and cash books have 
been tested. 

a ) Outline the procedure you would follow in auditing the company’s ac¬ 
counts receivable to satisfy yourself, in so far as possible, that the ac¬ 
counts receivable at the balance sheet date are authentic accounts and 
that there have been no irregularities in the transaction? with customers. 

b) Considering the conditions set forth, could you render an unqualified 
certificate? Discuss briefly. 

20. The following entries arouse suspicion of fraud. What do you think may 
have occurred? As an independent auditor, what further steps would you 
take? 


Cash Receipts Book—July 





Cash 


1 Accounts 

Date 

Explanation 

Cash 

Sales 

Discount 

Receivable 

July 

2 

A, customer 

1,300 



1,300 


4 

B, customer 

2,000 



2,000 


5 

Cash sale (correcr per register) 

140 

140 




6 

C, customer 

800 



BOO 


6 

D, customer 

1,400 



1,400 


9 

B, customer 

1,470 


30 

1,500 


10 

A, customer 

7B4 


16 

BOO 


15 

D, customer 

2,646 


54 

2,700 


19 

C, customer 

1,176 


24 

1,200 


20 

Cash sales (correct per register) 

170 

170 




24 

B, customer 

500 



500 


24 

C, customer 

1,55B 


32 

1,600 


31 

B, customer 

B50 



B50 


31 

A, customer 

500 



500 




15,294 

310 

166 

15,150 




1 




The summary entry is as follows: 


Explanation 


Debit 


Cash 

Cash sales 

Cash discount on sales 
Accounts receivable 


15,294 

166 


Credit 


310 

15,150 


15,460 


15,460 
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Customers’ accounts appear as follows: 

A, Customer 


Terms 2/10, n/30 


Date 

Explanation 

Debit 

Credit 

July 

1 

Balance 

1,300 



2 

Balance paid 


1,300 


3 

Sale 

BO0 



4 

Sale 

1,200 



10 

Invoice of 7-3 paid 


BOO 


15 

Sale 

550 



31 

Invoice of 7-4, on account 


500 


B, Customer 


Terms 2/10, n/30 


Date 

Explanation 

Debit 

Credit 

July 

1 

Balance 

2,000 



2 

Sale 

1,500 



4 

Balance paid 


2,000 


9 

Sale 

500 



9 

Invoice d£ 7-2 paid 


1,500 


15 

Sale 

B50 



24 

Invoice of 7-9 paid 


500 


31 

Invoice of 7-15 paid 


B50 


C, Customer 
Terms 2/10, n/30 


Date 

Explanation 

Debit 

Credit 

July 

1 

Balance 

BOO 



5 

Sale 

1,200 



6 

Balance paid 


BOO 


16 

Sale 

1,600 



19 

Invoice of 7-5 paid 


1,200 


24 

Sale 

700 



24 

Invoice of 7-16 paid 


1,600 


D, Customer 
Terms 2/10, n/30 


Dace 

Explanation 

Debit 

Credit 

July 

1 

Balance 

1,400 



4 

Sale 

1,500 



6 

Balance paid 


1,400 


10 

Sale 

1,200 



15 

Invoices of 7-4 and 7-10 paid 


2,700 


20 

Sale 

900 



A.IA. 
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21. The Gulliver Company showed a balance in its Accounts Receivable ac¬ 
count of $398,245,16 as of December 31, 1951. The aging schedule pre¬ 
pared by the auditor is summarized as follows: 


Accounts not due#.$173,492.89 

Accounts 1-30 days past due##. 111,313.13 

Accounts 31-60 days past due. 37,201.01 

Accounrs 61-90 days past due . 5,820.98 

Accounts 91-180 days past due. 3,121.01 

Accounts 181-365 days past due. 2,416.04 

Accounts over 365 days past due . 1,820.10 

Accounts due from officers and employees. 15,060.00 

Miscellaneous accounts receivable . 48,000.00 

j^H.245~T6 

§ After deducting credit balances nf $1,7ZU.10 

u After deducting credit balmiLca uf 1,223 O'? 

Total credit balances $2,951.1 5 


The accounts due from officers and employees were analyzed as follows: 

a) Lawrence Vogel, superintendent, $700 His salary is $BO0 per month; he sug¬ 
gested that equal deductions be made from his February and March, 1952, pay 
cheques so that the $700 can be liquidated. 

b) James Raster, former factory employee, $70. Raster terminated his employment 
on October 10, 1951. 

c) Edgar Bridge, office employee, $200. He promised to pay in full on April 1, 1952. 

d) Erwin Rowe, factory employee, $90. Rowe originally borrowed $150 and is pay¬ 
ing $10 per month 

e ) Elliott Gull, president of the Gulliver Company, $14,000. Gull has instructed 
the treasurer to retain amounts due him from dividends in the future until the 
$14,000 is liquidated. The company pays quarterly dividends Dn the thirtieth day 
of January, April, July, and October. A dividend has not been passed in 10 
years. On the basis of Gull’s stockholdings and normally paid dividends, it will 
require 15 months tD liquidate this item. 

The miscellaneous accounts receivable were analyzed as follows: 

a) Capital stock subscriptions receivable, $11,000. This represents the amount due 
from the sale of additional 6 per cent preferred stock on the installment plan. 

b) Consignment accounts receivable, $18,000. The merchandise was in the hands of 
the consignee, the Germfask Company, Dn December 31, 1951. The merchandise 
cost $10,000. 

c) Salesmen’s working funds, $10,000. This amount represents advances made to 
salesmen for traveling and sales expenses. 

d ) The Munising Company, $9,000. This represents an advance to an affiliated com¬ 
pany which acts as a sales agent for northern points. 

The allowance for uncollectible accounts, prior to adjustment at De¬ 
cember 31, 1951, had a credit balance of $2,462.10. The auditor and the 
credit manager of the Gulliver Company agreed to adjust the Reserve for 
Trade Accounts to a balance determined as follows: 


Accounts not due.%o of 1% 

Accounts 1-30 days past due. 1% 

Accounts 31-60 days past due. 5% 

Accounts 61—90 days past due. 10% 

Accounts 91-180 days past due. 30% 

Accounts 181-365 days past due. 50% 

Accounts over 365 days past due.100% 
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Non-trade uncollectible items are to be absorbed by the allowance already 
in existence. 

From the information presented in the problem: 

a) State the auditing procedure for each item. 

b) Prepare working papers for the receivables. 

c) Prepare all necessary adjusting entries. 

d) Prepare the balance sheet section for the receivables. 



w^/i/ev JO 

* 

NOTES AND ACCEPTANCES RECEIVABLE 

The auditing procedures to be developed for notes and acceptances receivable 
are generally similar for all classes of notes and acceptances. However, notes 
and acceptances receivable may be classified as follows: 

Notes Receivable 

Trade notes receivable 

Non-trade notes receivable 

Officers’ and employees’ notes receivable (other than loans or ad¬ 
vances ) 

Notes receivable of stockholders, directors, etc. 

Notes of affiliated companies (other than loans or advances) 

Acceptances Receivable 

Trade acceptances receivable 

Bills of exchange receivable 

Trade notes receivable not due should be considered as current assets if 
the collection terms fall within the cycle of operations of the business. If a 
trade note is past due, it should be transferred to an account receivable or to 
a notes receivable dishonored account, since it has lost its negotiability. 
Adequate allowances should be provided for past-due notes and acceptances 
of all classes. 

A few comments are presented concerning notes and acceptances. Each 
class of notes receivable may be secured with collateral or chattel, or it may 
be unsecured. Trade notes are considered a more desirable asset than accounts 
receivable by some persons and a less desirable asset by other people. If a 
note results from the conversion of an open account which was past due, that 
note would be a less desirable asset than a good account receivable. The 
fact that a note represents an unconditional written promise to pay a specified 
sum of money is meaningless if the debtor cannot liquidate his indebtedness; 
the businessman is not particularly interested in instituting proceedings for 
note collection or in disposing of collateral held as security. If the note or 
acceptance is taken in the ordinary and customary course of business, as is 

265 
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common in large equipment and heavy machinery sales, and if it is not an 
open account conversion, then it is a better asset than an account receivable, 
since it is a written evidence of indebtedness. Notes are more easily and 
reasonably discounted than are accounts receivable in the event that borrow¬ 
ing becomes necessary. Industries differ in the extent to which they employ 
notes and acceptances as opposed to open accounts. 

A trade acceptance is a bill of exchange drawn by the seller on the pur¬ 
chaser of goods sold and accepted by such purchaser. In order to attain 
negotiability, trade acceptances must be made payable to the order of a 
definite person or company. The trade acceptance thus offers the seller the 
opportunity to finance himself by the ready discount of the paper. Trade ac¬ 
ceptances (and notes received in the sale of merchandise) are eligible for 
rediscount at a Federal Reserve bank. 

A banker’s acceptance is a draft, the acceptor of which is a bank or trust 
company. The bank thus extends credit to buyers, usually upon the presenta¬ 
tion of satisfactory security. Bankers’ acceptances are not used as frequently 
as notes and trade acceptances. They are used principally in the financing 
of extremely large transactions; in foreign trade; and in sales and purchases 
of commodities such as cotton, grain, and copper. 

Audit Program for Notes and Acceptances Receivable 

The following audit program for notes and acceptances receivable may be 
expanded or contracted in accordance with the requirements of each en¬ 
gagement: 

1. Prepare a schedule listing the items. 

2. Reconcile controlling and subsidiary account balances. 

3. Inspect all items on hand. 

4. Confirm notes and acceptances receivable. 

5. Correspond with holders of notes not in office. 

6. Examine past-due notes. 

7. Verify collateral held with notes. 

B. Verify note genuineness. 

9- Investigate renewed notes. 

10. Determine collectible value of notes by checking credit of makers. 

11. Trace receipts from discounted notes. 

12. Obtain executive approval of notes charged to Bad Debts. 

13. Review allowance provided for notes. 

14. Verify accrued interest receivable, prepaid interest, and interest earned. 

15. Separate other-than-customer notes. 

The procedures to be followed for notes and acceptances receivable are 
developed in the following subsections. 

1. Prepare a Schedule Listing the Items. It is desirable, although not 
necessary, to examine notes receivable and acceptances receivable early in 
the engagement; the notes and acceptances receivable should be examined 
simultaneously with cash, in order to detect the covering of possible shortages 
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brought about by borrowing on notes and acceptances receivable and using 
the cash therefrom to cover the shortages. 

The auditor should prepare, or obtain from the client, a list of the notes 
and acceptances receivable as of the close of the fisial period. The list should 
show the name of the maker or acceptor, the names of endorsers or drawers, 
the date of the note, the due date, the amount of the note, the interest rate, 
the discount rate (if discounted), the amount of interest collected in the 
period, the payments made on the principal of the note, the balance due, 
and the collateral held. If the listing is obtained from the client, it must be 
compared with the notes. Data presented by the client and verified by the 
auditor should be placed in the audit working papers, plus information per¬ 
taining to interest accruals, note renewals, and other pertinent comments. 
Illustration 33 presents a notes receivable schedule. 

2. Reconcile Controlling and Subsidiary Account Balance r. The list of 
notes receivable constitutes the trial balance of the notes receivable. The 
footing of the notes receivable trial balance must be verified in order to prove 
the agreement of the controlling account and the sum of the subsidiary ac¬ 
count balances. If the subsidiary account balance t >rals and the controlling 
account balance are not in agreement, the discrepancy must be located. 
Entries in the Notes Receivable controlling account usually arise in the Sales 
Register, the Cash Book, and the General Journal. 

Postings to subsidiary ledgers and controlling accounts should be proved 
as to accuracy; and this verification should be in detail or by adequate test 
to result in reliability, in accordance with the suggestions of Chapter 6. 

The balance of the notes receivable subsidiary accounts should be test- 
proved, and the composition of each individual account must be in agreement 
with the items in the listing or trial balance. The balance of the controlling 
account must be verified after proof of posting accuracy. 

ILLUSTRATION. The necessity for reconciling subsidiary account 
balances in total against the proved balance of the controlling ac¬ 
count may be illustrated as follows: Assume that the auditor ex¬ 
tracted the balance of each subsidiary account, added the subsidiary ac¬ 
count balances together, and compared this total with the client’s 
controlling account balance as expressed in the trial balance; the two 
totals agreed. However, one note of $ 1,500 in the subsidiary ledger 
had not been posted to the controlling account, since the entry charg¬ 
ing Notes Receivable and crediting Sales for 11,500 had not been 
made when the note was taken. The bookkeeper had no control over 
the notes, but he did have access to cash collections. The bookkeeper 
had overfooted the ledger accounts for Notes Receivable and for Sales 
by $1,500. His intention was to retain the $1,500 when the note was 
paid and then remove the subsidiary ledger account. 

3. Inspect All Items on Hand. Notes receivable will be (a) on hand; 
( b ) out for collection, in the hands of an attorney, a bank, or a collection 



HENSHAW COMPANY 
Notes Receivable Schedule 
December 31, 1951 



V Agrees with open items in Nate Register 
A Agrees with general ledger control account balance 
O Checked against examined notes, all properh signed and witnessed 
if Market quote, 12-31-51, Cincinnati Enquirer 

Prepared by client, at our request 
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agency; (c) discounted; ( d ) pledged as collateral; or ( e ) returned to the 
maker if paid after the balance sheet date and prior to the examination. 

Notes on hand should be inspected by the auditor for proper preparation, 
amounts, witnessing when required, notarizing, and signatures, in order ro 
determine their apparent authenticity. If irregularities appear in signatures 
and/or related collateral, the attention of the client should be directed to the 
matter and the situation corrected. The notes should then be checked against 
the prepared lists, on the assumption that the lists already have been checked 
against the subsidiary accounts and against the notes receivable registers, 
if the latter are used. The objective of the auditor in examining the notes on 
hand is to secure original evidence, data for proper entries, and information 
for future cash collections. 

In the examination of the notes the auditor must watch endorsements, 
and he may desire information concerning the credit ratings of the maker 
and the endorsers. The auditor is not responsible for the validity of signa¬ 
tures and endorsements; but the client should be informed if the auditor 
suspects any irregularity. All former credit and collection experience with 
the maker of the note should be investigated by the auditor to ascertain 
whether the present experience may result in a doubtful or uncollectible 
note. If the notes are demand notes, the auditor should investigate and note 
on his working papers the arrangements for the payment of the principal. 
The payee of a note is the client, and the note should be made payable to him 
or endorsed to him. 

4. Confirm Notes and Acceptances Receivable. The most valuable evi¬ 
dence of the ownership and existence of a note receivable is obtained upon 
the confirmation of the maker and upon the confirmation from holders when 
the notes are not in the possession of the client. Recognized auditing prac¬ 
tice, approved by the Committee on Auditing Procedure of the American 
Institute of Accountants, dictates that notes receivable should be confirmed 
if it is possible ro obtain the confirmation on a reasonable and practicable 
basis. If the system of internal accounting control is sound, the auditor may 
limit his requests for confirmations to tests. For many industrial concerns, 
notes do not constitute a material proportion of the current assets; in loan 
companies, notes constitute the principal asset; in the latter case the sample 
to be tested should be larger than in the case of industrial concerns. 

Unconfirmed notes and their accounting transactions should be verified 
back through the original transactions giving rise to the notes, such as sales 
orders, inventory credits, shipping records, and invoices. 

ILLUSTRATION. Failure to confirm notes may be illustrated as fol¬ 
lows: A partial payment may be made on a note, the cash stolen, and 
a partial-payment notation omitted on the reverse of the note and in 
the cash receipts records. Confirmation would reveal the discrepancy. 

Confirmations must always be obtained for notes receivable out as col¬ 
lateral, notes receivable discounted, and notes out for collection. Information 
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concerning notes receivable discounted at banks and notes pledged as loan 
collateral with the banks will appear in the certification obtained from the 
bank at the time cash is verified, if the bank confirmation request is designed 
to include such items. When note confirmations are requested, the requests 
are mailed under the control of the auditor; and the replies must be re¬ 
turned directly to the auditor. Note confirmation requests should provide 
for the verification of collateral held as security for the note. The confirma¬ 
tion replies become a part of the working papers (see Illustration 34, and 

illustration 34 
X COMPANY 

Notes Receivable Confirmation Summary 
December 31, 1951 


Confirmation 

No. 

Maker 

Balance 

Not 

Con¬ 

firmed 

Confirmed 

Exceptions 

Remarks 

None 

Some 

1 


$ B.000 


$ B.000 



2 


2,500 


2,500 



3 


4,000 

$4,000 




4 


1,000 


1,000 



5 


500 


500 



6 


5,000 


5,000 



7 


7,500 


7,500 



B 


2,500 


2,500 



9 


3,000 


3,000 



10 


10,000 



$10,000 

Paid 12-31-51 -0- 

Total circularized 


$ 44,000 

$4,000 

$30,000 

$10,000 




100% 

9% 

68% 

23% 


Total notes receivable 


$132,000 





Percentage circularized 


33 * 3 % 






■©■Received on 1-3-52 


the confirmations illustrated in Chapter 9 ). Illustration 34 presents a sum¬ 
mary of the confirmation statistics. 

In his report the auditor should indicate whether or not notes receivable 
have been confirmed. If it is practicable and reasonable to confirm the notes, 
and if the auditor does not do so, he should offer an explanation of his 
reasons for departing from normally accepted procedure; and he should 
present a full explanation of the procedures followed to satisfy himself of 
the accuracy of the notes receivable. If the auditor is not permitted to cor¬ 
respond with note debtors, he should obtain a written statement from the 
client to that effect and qualify his report. 

5. Correspond with Holders of Notes Not in Office. If notes receivable 
are discounted, out of the offices as loan collateral, or in the hands of 
lawyers or collection agencies, they must be verified by obtaining written 
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confirmation from the holders. If the notes are out for collection, the opinion 
of the collection agency or lawyer concerning the possibilities of collection 
should be obtained as a guide for provisions for uncollectibility. 

6. Examine Past-Due Notes. Note dates must be observed so that past- 
due notes are properly segregated. When notes, drafts, and acceptances are 
dishonored at maturity, good accounting treatment dictates that the dis¬ 
honored instrument be charged to Accounts Receivable, to Notes Receivable 
Past Due, or to Notes Receivable Dishonored, together with accrued in¬ 
terest, protest fees, and collection costs. The complete entry to recognize im¬ 
mediate dishonor should be as follows: 

Accounts Receivable (or Notes Receivable Past Due) 


(or Notes Receivable Dishonored) .xxx 

Cash (for protest, etc.) . xxx 

Notes Receivable . xxx 


In order to complete their credit files, many companies first charge past- 
due dishonored notes to the Accounts Receivable account and then im¬ 
mediately transfer the item to Notes Receivable Past Due or to Notes Re¬ 
ceivable Dishonored. 

Past-due notes receivable have lost their negotiability; they are similar to 
past-due accounts receivable, except that the notes still exist as evidences of 
indebtedness. As soon as uncollectibility is established, the past-due note 
should be charged to expense or to an allowance provided for that purpose. 
It sometimes happens that a due note is uncollected at the balance sheet date 
but is collected before the completion of the audit. The collection of the note 
constitutes proof of its collectibility; however, in the balance sheet where 
the note due at the balance sheet date existed, it should be shown as a note, 
with collection mentioned as a footnote. All notes due at the balance sheet 
date but collected thereafter and prior to closing the engagement should be 
traced to the cash receipts records and to the bank deposits. 

7. Verify Collateral Held with Notes. If the client has taken collateral 
as security for the notes, it should be examined by the auditor, who should 
verify the value of the collateral and include pertinent comments in his 
working papers. Preferably, the collateral should be verified at the balance 
sheet date, in order to be assured that no changes have occurred in the col¬ 
lateral composition subsequent to the balance sheet date. Clients holding 
collateral should list it by debtor notes held. 

It is advisable to obtain confirmation of the collateral from the owner 
who pledged it, in order to ascertain that all collateral is present. Equally as 
important as the confirmation of the collateral is the verification of its 
value, because the worth of the underlying note may be dependent upon the 
value of the collateral. The collateral should be priced at market at the 
balance sheet date, and this price preferably should be stated parenthetically 
in the balance sheet. The current market price of the collateral must be par¬ 
ticularly verified against notes that appear to be doubtful. Collateral may take 
the form of trust receipts, warehouse receipts, stocks, bonds, notes, insurance 
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policies, and liens against tangible assets. The auditor must determine that 
the collateral is properly endorsed and/or accompanied by a properly 
executed power of attorney. The genuineness of chattel and the registration 
of the mortgage, when required by state law, might be investigated in order 
to determine the adequacy of the security, when necessary. At this point, it 
may be mentioned that collateral notes are common in bank examinations 
and finance company examinations; they are not usually found in audits of 
mercantile and manufacturing companies. 

8. Verify Note Genuineness. In addition to obtaining confirmations of 
notes, the auditor 'should sufficiently investigate and understand the source 
of the notes to be convinced that they are genuine. Therefore, he must trace 
contra entries for notes receivable debits and notes receivable credits. 

If the number of notes is small and the number of note transactions also 
small, transactions resulting in notes receivable debits and notes receivable 
credits should be traced from sales orders, invoices, shipping records, loan 
applications, and accounting entries to the debtors’ accounts. 

If the number of notes is large, as in the case of loan companies, finance 
companies, banks, etc., the transactions giving rise to the notes receivable 
should be tested. In its discounting operations a bank may purchase notes 
in large volume from note brokers who have discounted them for original 
holders. Therefore, the bank owning the notes may not have knowledge of 
the makers; in such instances it is common practice for the client bank to 
advise the auditor to accept the items, and the auditor then qualifies his re¬ 
port to that effect. 

In the examination of the records of loan companies and banks, payments 
made by individual debtors—during the course of the audit—should be wit¬ 
nessed, as an additional check of the accuracy of the balances and the 
propriety of the accounting. This type of verification frequently serves in 
lieu of note confirmation wherein payments were made during the course 
of the audit. 

If the audit is started after the close of the fiscal period, note transactions 
for the interim period must be verified in the books of original entry and 
traced to the ledger accounts; the transactions will involve either full pay¬ 
ment, partial payment, discounting, or renewal. If full payment has been re¬ 
ceived, or if the notes were discounted, they will not be present; and entries 
in the Cash Receipts Book must be examined for the interim between the 
date of the balance sheet and the date of the examination. The reason for 
the verification of interim transactions is to prevent the improper use of such 
notes to replace stolen cash or securities. Confirmations as of the balance 
sheet date must be obtained. By verifying all interim note transactions, the 
balance sheet date balance also is verified. 

Investigate Renewed Notes. Renewed notes should be carefully in¬ 
vestigated and their collection possibilities discussed with the client. A re¬ 
newal of a note may be an indication of its ultimate uncollectibility, and the 
auditor must be certain that allowances for uncollectible items are suf- 



Ch. 10] NOTES AND ACCEPTANCES RECEIVABLE • 273 

ficiently large to absorb collection failure. Notes receivable discounted must 
also be discussed with the client with respect to their collection possibilities. 
Trade acceptances are not renewable but are eligible for discount. 

Methods of accounting for notes may or may not reflect the fact of re¬ 
newal. Consequently, an auditor must be alert to detect renewals. When the 
method of accounting for notes receivable is not satisfactory to reflect re¬ 
newals, a recommendation from the auditor usually will be followed. Upon 
renewal, either a full explanation should be placed in the debtor’s Note 
account, or a debit and a credit should be passed to the Notes Receivable 
account, with full explanation. There are a few cases where carelessness on 
the part of the auditor has resulted in client loss. 

10. Determine Collectible Vahie of Notes by Checking Credit of Makers. 
Confirmation and other procedures are no indication of the collectibility of 
notes, drafts, or trade acceptances. Of course, the majority of such instru¬ 
ments are collected in the normal course of business conduct; but that fact 
does not deter the auditor from checking the credit standing of note and 
other debtors so that asset values will be neither understated nor overstated 
in the financial statements to which certifications a r e rendered. 

The credit standing of debtors rendering notes of large amounts and 
notes of small amounts should be investigated on a test basis. The test may 
be of the notes confirmed or of the notes not confirmed, or it may be spread 
over both, in accordance with the selection of the sample. In all probability 
the test will be restricted to unsecured notes. 

In investigating credit standings, particular attention will be devoted to 
the following: 

a) Notes of other than trade debtors. 

b) Demand notes, and whether demand has been made and rejected. 

c) Client’s endorsements on the reverse side of notes. Was the note offered 
for discount and rejected by the bank? 

d) Reasons for past-due notes. 

e) If the client is not the payee, investigation of the credit of the payee and 
the endorser. Why did the client acquire this note? Is it the primary 
obligation of an affiliated company? 

The collectibility of notes—those on hand, discounted, and out for col¬ 
lection—should be discussed with the management, in order to obtain a com¬ 
plete opinion concerning collectibility. 

11. Trace Receipts from Discounted Notes. Notes receivable discounted 
indicate transactions that must be reviewed by the auditor in order to ascer¬ 
tain that correct accounting procedure has been followed and in order to 
detect fraud. The cash received from notes receivable discounted should be 
traced to the cash receipts records in the same manner as cash received from 
direct loans. 

When the payee of a note, draft, or acceptance endorses and discounts 
the instrument, he becomes secondarily liable; that is, if the original maker 
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does not take up the note at maturity, the payee who discounted the note 
must remit to the bank. The possibility of non-payment by the maker thus 
creates a contingent liability to the payee who has discounted the instru¬ 
ment. 

When notes, drafts, or acceptances are discounted, the contingent liability 
should be shown as such on the records and must be clearly set forth in the 
financial statements. When a note receivable is discounted, Cash and Dis¬ 
count (Interest) Expense are charged, and the Notes Receivable Discounted 
account is credited. The creation of the Notes Receivable Discounted ac¬ 
count thus reveals the contingent liability. 

If, after the balance sheet date but prior to the closing of the audit, a 
note receivable discounted is dishonored, a direct current liability should 
be set up. 

If the maker of a note remits directly to the bank at maturity, the dis¬ 
counting company charges Notes Receivable Discounted and credits Notes 
Receivable at the maturity date. If the maker remits to the payee (which 
probably will not happen, because the payee cannot deliver the paid instru¬ 
ment), the latter should charge Cash and credit Notes Receivable; then he 
must charge Notes Receivable Discounted and credit Cash to record the re¬ 
duction of his bank balance made by the bank. When a note is discounted, 
a notation to that effect is made in the Notes Register and the notation 
changed to "Paid” upon the payment of the note. 

If a note, draft, or acceptance receivable is given to a creditor instead of 
being discounted, the accounting treatment is the same as that presented in 
the foregoing paragraphs. The only condition under which the Notes Re¬ 
ceivable account is credited directly upon the discount of a note is in the 
event of endorsement "without recourse.” 

When discounted notes, drafts, and acceptances receivable are dishonored 
at maturity, the complete accounting entry to reflect the dishonor should be 
as follows: 


Accounts Receivable (or Notes Receivable Dishonored) . . . .xxx 

Notes Receivable Discounted .xxx 

Cash (for protest fees, interest, and face of note) . xxx 

Notes Receivable. xxx 


12. Obtain Executive Approval of Notes Charged to Bad Debts. All 
notes charged off as uncollectible during the year should bear written execu¬ 
tive approval. In addition, the note should be inspected by the auditor, all 
correspondence and actions examined, and confirmation obtained. 

ILLUSTRATION. The necessity of examining note charge-offs may be 
exemplified as follows: The treasurer approved the charge-off to Bad 
Debts Expense of a $1,000 note and explained to the auditor that the 
note had been misplaced. The auditor examined all correspondence, 
which was to the effect that the maker would be unable to pay the 
note; in addition, the auditor was satisfied that the credit standing of 
the maker was poor. However, the auditor decided to investigate 
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further and wrote to the maker, discovering that the treasurer had 
settled the note for $ 600 —which he had kept—and had returned the 
note to the maker. 

13- Review Allowance Provided jot Notes. Companies engaged in a 
business in which note transactions are voluminous normally set up a 
separate allowance for uncollectible notes, drafts, and acceptances; whereas 
companies accepting only a few notes normally provide a sufficient amount 
in the allowance for doubtful accounts receivable to take care of possible 
note losses. 

When notes, drafts, and acceptances are examined, the possible uncol¬ 
lectible items which should be adequately provided for in the bad debt al¬ 
lowance will include past-due notes, notes frequently renewed, serial notes 
accepted for a former note of doubtful collectibility, notes of debtors in 
insolvency, and notes on which payments have been irregular. 

14. Verify Accrued Interest Receivable, Prepaid Interest, and Interest 
Earned. The auditor must compute or verify accrued and prepaid interest, 
interest income, and—in the event of notes receivable discounted—interest 
expense. Most trade notes bear interest; many non-trade notes do not; trade 
acceptances do not bear interest. Interest accumulation on demand notes 
must be verified. When demand notes are due at a bank, the bank will sub¬ 
mit periodic invoices for the interest. Interest accrues daily on all interest- 
bearing notes; and in bank audits, particularly, an analysis of the interest ac¬ 
counts is of utmost importance. 

All interest income credits, interest expense debits, prepaid interest debits 
and credits, and accrued interest receivable debits and credits must be 
definitely "tied up” with the interest-bearing instruments. 

15. Separate Other-than-Customer Notes. These include notes from em¬ 
ployees and officers, accommodation notes, etc., and should be examined and 
traced to the records not only for accuracy of entry but for the purpose and 
legitimacy of issuance. These notes should be segregated in the working 
papers and in the balance sheet, since they may not represent current items. 

Occasionally, in smaller companies not conducting extensive note busi¬ 
ness, postdated cheques will be found in the files along with—or in lieu of— 
notes of this type. Such postdated cheques should be separately scheduled in 
the working papers and their subsequent collection noted carefully. In all 
probability an accounting entry will not be made when a postdated cheque 
is received; the cheque is merely held for future possible collection. 

Balance Sheet Presentation 

In presenting the balance sheet of the client, the auditor must follow ac¬ 
cepted accounting practices and exercise care in the presentation of notes, 
drafts, and acceptances receivable, and of items discounted. If the term "notes 
receivable” is used without qualification in a balance sheet, the understand¬ 
ing should be that the item represents only trade notes of current maturity. 
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Trade notes and trade acceptances of current maturity may be shown 
separately or together as current assets. 

Non-trade notes should be shown separably from trade notes in the bal¬ 
ance sheet, either as current or as non-current assets, depending upon their 
nature and the circumstances of the case. Most concerns do not use a 
separate allowance for uncollectibility for notes, drafts, and acceptances, but 
instead use one allowance to include all receivables. As stated, the auditor 
must verify the adequacy of the allowances, regardless of the method used. 
If only one allowance for uncollectible items is carried, it should be de¬ 
ducted from the sum of the notes, drafts, acceptances, and accounts re¬ 
ceivable in the balance sheet. If the allowance for uncollectible accounts is 
created only for uncollectible accounrs receivable, losses on other items must 
be charged directly to expense. 

With respect to the balance sheet presentation of notes receivable dis¬ 
counted, there are three ways in which the contingent liability may be ex- 

a) The notes receivable may be shown as a deduction from the notes (or 
drafts or acceptances) receivable on the asset side of the balance sheet. 

b) The asset side of the balance sheet may show the notes receivable gross 
at (assume) $200,000, and the liability side may show a contingent liability of 
(assume) $50,000. This method is not recommended. 

c) The notes receivable may be shown at (assume) a net $150,000 in 
the current asset section. If this method is followed, a footnote must be ap¬ 
pended to the balance sheet, as follows: 'The company, at December 31, 1951, 
was contingently liable to the extent of $50,000 on trade notes (or drafts or 
acceptances) discounted.” This method is most extensively used. 

Cerf/ficafe of Notes and Acceptances 

As a measure of self-protection, some auditors obtain a certificate from the 

client to the effect that "Notes and acceptances receivable of $_, as of 

December 31, 1951, represent valid claims against debtors; all notes of of¬ 
ficers, directors, stockholders, and affiliated companies arc properly presented 
in the statements; all known uncollectible items have been charged off; 
subject to an allowance of $_for doubtful notes, all items are con¬ 

sidered to be collectible in full.” The client signs the certificate, and it be¬ 
comes one of the working papers. This certification does not reduce the 
auditor’s responsibility for the verification of these assets. 

Internal Control Questionnaire for Notes Receivable 

Illustration 35 presents an internal control questionnaire for notes re¬ 
ceivable. 



QUESTIONS AND PROBLEMS 

1. Outline the procedure you would follow in the verification of notes re¬ 
ceivable. 



Illustration 35 


INTERNAL CONTROL QUESTIONNAIRE 

Notes Receivable 

"Y es 

No 

Not 

Applicable 





1 Are individual noies meivable regularly pnvt d with the balance 




of the controlling account* 




2 1b t detailed record inaint lined with noieB receivable* 




1 Art nripiml m Us ind renewed noteB approved by a properly deBijp- 




iuted petBi n prior t thrir accept inic* 




4 Are partial payments rid rsed ftuge her with amounts) on the re- 




verse s dr nf the n 1 lb ? 




•i Art notes receivable ever diBumnitd* 




6 Is a record maintained nf the notes nceiviblc dim unted in order 




tD reflect the ci ntmgent 'lability ? 




7 Does the Lumpiny pmidicdlly obtain confini it onB of unpaid 




note b 'll mces* 




h Are unpud u ilrs nteiviblr j aimers reviewed b\ proper company 




Dffuuls In di termini delinquent amounts* 




9 Are prUestLd and paBt dui notes reLe v iblr tlurged bach to 




customers’ at u lints'* 




a) If nr t describe the procedure 




ID Dues a responsible person jpp vr the wrili-nff of uncollectible 




mte btimers* 




11 Is pii per control ixcmsed ovrr chaiged-off notes and future re- 




coverirsf 




12 Does the cuBtodnn of th l notes receiv il le have arcess to 




) Cash receipts ren rdsf 




b) 13ojks of gener il account? 




c) Notes receivihli rtmrds* 




11 Dies the Lusti dun nf negitnble colhliril held agiinsl the notes 




receivable have accus Lu 




j) C inh rciupls ind disl umments rrr rds* 




/) 15n )ki of gc-ner il recount* 




r) N trs receivable rec irris? 




14 Are ii tiB rLLeivable and any rrl iled l ill itenl kept with and under 




the iimLrnl of in lndLptiident hank t r trust company? 




IS If the answer lr fjuesli n 14 is ‘no” 




a) Are n teB rccciviblL ind rcl ited mlblrnl kept under the 




custjJy f lie rispi nsible camp mv employ ei* 




b) Is more thin one pers n niLesHary when ilcibs ib to be had to 




nobs receivible or rehud collateral* 




r) Are pi thumb in {b) independent of the nnlLC receivable record 




kt-epinp* 

■ 



lh Is nous receivable c jlhter il inspected regularly* 




17 Is lutes rccLivabh rcllaLLral adi juatc? 


Prepared by_ 

Date_ 

Reviewed by___I 
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2. In an audit report, would you comment on renewed notes receivable? 

3. In examining the receivables, it is discovered that two officials have each 
borrowed $50,000 from the corporation, a manufacturing concern. What 
course of action should be followed? 

4. Your client is engaged in the small-loan, personal finance business. With 
respect to customer notes receivable, (a) do you consider as necessary the 
verification of the notes by confirmation; or ( b ) do you consider as satis¬ 
factory a comparison of the passbooks (at the time payments are made) 
with the ledger cards? 

If you had' decided upon verification by direct correspondence, what 
would constitute a satisfactory test? 

If you had decided upon verification by a comparison of passbooks and 
ledger cards, what would constitute a satisfactory test? 

5. A company whose statements you are examining for the first time has a 
considerable number of installment accounts among its receivables. You 
find that, when an installment sale is entered, the entire finance or carrying 
charge, which is included in the amount billed to the customer, is credited 
to an income account. In response to your recommendation that a reserve 
for the unearned portion of such charges be maintained, the controller 
states that the company has always considered the finance charge merely 
as an addition to the sales price. He also states that there are very few 
balances settled before maturity, with an allowance made on carrying 
charges, and that the bad debt reserve is sufficient to cover any such pos¬ 
sible shrinkage in the accounts. 

a) Briefly state your arguments in favor of the creation of a Reserve for 
Unearned Finance Charges. 

b) If a Reserve for Unearned Finance Charges were not to be established, 
would this constitute grounds for an exception in your certificate; if so, 
on what basis would you make this exception? 

c ) If the reserve were established, state whether it should be shown on the 
liability side of the balance sheet or as a deduction from the receivables. 
Present reasons for your answer. 

6. The Adrian Company regularly purchases raw materials from the Jackson 
Company. The Adrian Company remits on the day of receipt of goods. 

On August 1, 1951, the Jackson Company borrowed $100,000 from the 
Adrian Company in order to make large, open-market purchases. The Jack- 
son Company gave its six-month negotiable note. By separate agreement the 
note was not to be liquidated by applying Jackson Company billings against 
it. The Adrian Company discounted the note and remitted the cash to the 
Jackson Company. The Adrian Company made no entries at the time of 
extending the loan. 

In preparing the financial statements of the Adrian Company at De¬ 
cember 31, 1951, how would you present the situation if the unliquidated 
balance amounted to $40,000? 

7. Exportit, Inc., is an export company located in the United States. In 
October, 1951, Exportit, Inc., shipped merchandise to a customer in South 
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America, against open drafts. Owing to adverse financial conditions the 
South American customer refused the goods. In the course of your audit 
of Exportit, Inc., early in January, 1952, you found a December 31, 1951, 
account receivable of the South American customer, for $17,250, made 
up of the sales price of the merchandise, $15,000, and $2,250 for transporta¬ 
tion charges and insurance. The cost of the goods to Exportit, Inc., was 
$9,500; and the December 31, 1951, market price is the same. There is no 
other South American market for the goods. Exportit, Inc., insists that the 
South American customer will accept the goods within a week or two. 

In preparing a balance sheet for Exportit, Inc., how would you treat this 
account receivable? 

8. Your client, the Powell Manufacturing Company, had assigned $25,000 of 
its accounts receivable and had discounted $150,000 of its notes receivable 
on December 27, 1951. You started your audit early in January, 1952. 
Notes Receivable and Accounts Receivable had been directly credited when 
the receivables were sold and discounted; and Mr. John Powell, president 
of the company, had told you that the accounts receivable and the notes 
receivable would nut be reclaimed by the company. For these reasons, you 
did not show the receivables sold and discounted in your statements, made 
no comment on the situation in your report, and did not qualify your 
certificate. The remaining accounts and notes receivable in the possession of 
the Powell Manufacturing Company appeared to be current and col¬ 
lectible. 

The Powell Manufacturing Company took your statements and report 
to the Tenth National Bank on January 21 and received a loan of $200,000. 
The company then repurchased the $25,000 of accounts receivable from the 
Modern Finance Company and took up the $150,000 of notes receivable 
from the Eighth National Bank, where an account also was maintained. The 
Tenth National Bank learned of this repurchase. The bank called you in and 
asked you why you did not show the situation as it existed on December 31, 
1951, and also asked you if you considered yourself an ethical accountant. 
Reply to the banker. 

9. You were engaged to audit the records of the Walthall Company for the 
year ended June 30, 1951. You cannot possibly start the audit until July 
20, 1951. The cashier has complete control of all cash, negotiable securities, 
and cash records. The following items were found in the trial balance as of 
June 30, 1951: 


Cash, First National Bank, Cincinnati.127,402.10 

Cash, Terminal Bank & Trust Company, Chicago .... 19,675.B0 

Cash, Bankers Trust Company, New York. 49,286.15 

Petty cash. 1,500.00 

Common stock, Finn Company. 40,000.00 

Preferred stock, Okat Company. 15,000.00 

U.S. Treasury notes, 1967-72 . 10,000.00 


a) How might the cashier manipulate his records in order to conceal his 
shortage in petty cash as of June 30, 1951? 

b) Explain in detail the steps you would follow to detect the manipulation. 
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10. During the course of the examination of the records of the Hampshire 

Company, the in-charge senior requested you to examine the notes re¬ 
ceivable represented by the following items: 

Item 

No. 

1. A 2-month note dated December l, 1951, for the Arbor Company, $3,000; in¬ 
terest rate, 5 per cent. 

2. A demand note dated August 31, 1951, from J. M. Barnard, treasurer of the 
Hampshire Company, $4,000; interest at 4 per cent payable at maturity. 

3. A 4-year note dated July 15, 1950, from the Camelot Company, a subsidiary, 
$4,000; interest rate, 6 per cent; interest paid to July 15, 1951. 

4. A 4-month note dated October 31, 1951, from the Danner Company, $5,000; 
interest rate, 6 per cent. 

5. A 30-day sight draft drawn on December 20, 1951, by L. J. Eldorado on J. K. 
Elam in favor of the Hampshire Company, $8,000; accepted on December 22, 
1951. 

6. A 4-month note dated November 30, 1951, from the Farrell Company, $10,000; 
interest rate, 6 per cent; discounted on December 31, 1951, at 6 per cent. 

7. A 60-day note dated November 15, 1951, from the Gass Company, $3,030; 
interest at 6 per cent included in the face of the note. Discounted at the bank on 
December 10, 1951, at 6 per cent. 

8. A draft drawn payable 30 days after date for $5,000 by the Hamer Company 
on the Innes Company in favor of the Janet Company, endorsed to the Hamp¬ 
shire Company on November 30, 1951, and accepted un December 4, 1951. 

9- A 30-day note dated December 14, 1951, from the Lathrop Company, $12,000; 
interest at 5 per cent; discounted on December 24, 1951, at 6 per cent. 

10. A 90-day note dated November 1, 1951, from the McKorne Company, $5,000; 
interest rate, 6 per cent; discounted on November 16, 1951, at 4 per cent. 

11. A 60-day note dated December 15, 1951, from the Nather Company, $1,500; 
non-interest-bearing; discounted on December 20, 1951, at 6 per cent. 

12. A 90-day note dated November 1, 1951, from William Olive, $25,000; in¬ 
terest at 4 per cent; the note is for subscriptions to 200 shares of the preferred 
stock of the Hampshire Company, par $100 per share. 

13. A 60-day note dated May 3, 1951, from the Parallel Company, $3,000; interest 
rate, 6 per cent; dishonored at maturity; judgment obtained on October 10, 
1951. Collection doubtful. 

14. A 90-day note dated January 4, 1951, from president of the Hampshire Com¬ 
pany, $3,500; no interest; note not renewed; president confirmed. 

15- A 90-day note dated November 3, 1951, from the Ralph Company, $5,050; in¬ 
terest at 4 per cent included in the face of the note; discounted on November 
18, 1951, at 7 per cent. 

16. A 120-day note dated September 14, 1951, from the Sargent Company, $1,200; 
interest rate, 3 per cent; note is held by bank as collateral. 

17. A 90-Jay note dated December 3, 1951, from the Talbert Company, $12,000; 
interest at 4 per cent; secured by 500 shares of U.S. Steel Corporation common 
stock. 

From the information presented, prepare the following: 

a) A schedule of notes receivable as of December 31, 1951. 

b) All necessary adjusting journal entries, including entries for interest ac¬ 
crued and prepaid. 

c) A statement of the notes receivable as they should be presented in the 
balance sheet at December 31, 1951. 

NOTE: Maturity date determination reminder: 

1. On demand 

2. At a stated date 

3. At the end of a stated period: 
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a) One year after date—same date of the following year. 

b) Four months after date—same date of the month. 

c) Ninety days after date—count the days. 

In all cases the first date day is omitted and the last day (maturity date) is 
included. 

11. The Rossmoyne Funeral Car Equipment Company manufactures ambulances, 
hearses, flower cars, and airport limousines. Its Notes Receivable account at 
December 31, 1951, appeared as follows: 


Date 

Explanation 

Debit 

Credit 

Balance 

Oct. 

4, 1950 

Erenberg, distributor; 2 years; 6%; payable 






Dne-eighth each 3 months 

16,000 


16,000 

Nov. 

15, 1950 

Whitmore, distributor; 6 months; 6% 

5,000 


21,000 

Dec. 

1, 1950 

Grimm, distributor; 10 months; 6% 

4,000 


25,000 

Jan. 

3, 1951 

Doublecraft, Incorporated; 1 year; no interest 

10,000 


35,000 

Jan. 

4, 1951 

Erenberg, principal payment 


2,000 

33,000 

Feb. 

7, 1951 

Silver, distributor; 2 years; 6% 

6,000 


41,000 

Mar. 

8, 1951 

Shea, distributor; 6 months; 6% 

3,000 


44,000 

April 

4, 1951 

Erenberg, principal payment 


2,000 

42,000 

April 

9, 1951 

Ellis, distributor; B months; 6% 

20,000 


62,000 

April 

9, 1951 

Ellis note discounted ar 6% 


20,000 

42,000 

April 12, 1951 

Nyquist, distributor, 6 months, 6% 

8,000 


50,000 

May 

10, 1951 

Jackson, distributor; 6 months; 6% 

15,000 


65,000 

May 10, 1951 

Jackson, discounted at 6 % 


15,000 

50,000 

May 

15, 1951 

Whitmore, plus interest 


5,000 

45,000 

July 

3. 1951 

Erenberg, principal payment 


2,000 

43,000 

Aug. 12, 1951 

Parks, distributor; 6 months; 6% 

2,000 


45,000 

Sept. 

B, 1951 

Shea, plus interest 


3,000 

42,000 

Oct. 

1, 1951 

Grimm, plus interest 


4,000 

38,000 

Oct. 

1, 1951 

Essen; 1 year; 6% 

5,000 


43,000 

Oct. 

4, 1951 

Erenberg, principal payment 


2,000 

41,000 

Oct. 

12, 1951 

Nyquist, plus interest 


8,000 

33,000 

Oct. 

12, 1951 

Nyquist, distributor; 6 months; 6% 

8,000 


41,000 

Oct. 

12, 1951 

Starr, distributor; 2 years; 6% 

5,000 


46,000 

Nov. 

10, 1951 

JaLkson 

]5,900 


61,900 

Ndv. 

14, 1951 

Alvarez, distributor; 3 months; 6% draft 

18,000 


79,900 

Dec. 

15, 1951 

McDonald, distributor; 1 year; 6% 

6,000 


B5,900 


During the course of the audit, examination of the Notes Receivable 

account, of the notes, and of allied information, revealed the following: 

a) Interest earned on all notes taken in 1951 was recorded as it was re¬ 
ceived; and all interest was received on all notes fully or partially 
liquidated, renewed, or dishonored. Interest on the notes taken in 1950 
was properly accrued at December 31, 1950, and the entry reversed at 
January 1, 1951. 

b) Essen was vice-president and general sales manager of the company. 

c) The Nyquist note of October 12, 1951, was a renewal of the original 
note of April 12, 1951. Nyquist has always been a good credit risk and 
is expanding his business. 

d) The bank notified the Rossmoyne Company that the Ellis note was paid 
at maturity. 

e) Alvarez is an independent import dealer located in South America. 
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/) Doublecraft, Incorporated, is a fully owned subsidiary of the Rossmoyne 
Company. 

g) The Jackson note of May 10, 1951, was dishonored at maturity; in¬ 
vestigation leads to the belief that it will be 50 per cent collectible, on 
rhe basis of a chattel mortgage held against used funeral-car equipment 
owned by Jackson. 

On the basis of the information presented above, prepare the following: 

1. Working papers for the Notes Receivable account, together with in¬ 
terest accrued, prepaid, earned, and received. 

2. Adjusting journal entries necessary at December 31, 1951, including the 
entry for accrued interest. 

3. Notes receivable section of the balance sheet at December 31, 1951. 



INVENTORIES 


Importance of the Inventory Audit 

As stated in Accounting Research Bulletin No. 29, issued by the American 
Institute of Accountants, a major objective in accounting for inventories is 
the proper determination of income through the process of matching ap¬ 
propriate costs against revenues. The correct accounting for inventory and 
the adequate auditing of the inventory are two most important considera¬ 
tions. The income statement is inaccurate if the inventories are erroneously 
counted, recorded, or priced at the close of an accounting period, since these 
errors cause incorrect charges to the cost of sales. The assets and proprietor¬ 
ship are also wrong if the inventories are improperly stated as to total value. 
The method of inventory valuation employed should be used consistently 
from period to period in order to reflect profits in a uniform manner. If the 
basis of pricing the inventory is changed, the accounting policies are altered 
—and full disclosure of such changes should be reflected in the financial 
statements. 

Inventories frequently constitute the largest current asset of a business or¬ 
ganization—and one of material importance compared with the total of all 
assets. During the past several years, business has become inventory- 
conscious, a condition promoted by advanced discussion and application of 
various methods of pricing inventory in order to allocate profits more ac¬ 
curately to their proper fiscal periods. This condition has been accelerated 
by better cost accounting procedure, keener competition, the universally 
growing desire for correct costs, and the requirements of federal income tax 
legislation and the tax legislation of the various states. 

Although the major portion of the work of the auditor is concerned with 
the verification of inventory records, modern practice dictates that the audi¬ 
tor also observe the taking of the physical inventory and that he test-check 
the inventory quantities. Inventories that are incorrect as to clerical ac¬ 
curacy, quantity, and pricing may be the result of unintentional mistakes— 
but mistakes nevertheless—and the auditor therefore must exert himself to 
show correct inventories. 
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Auditors Accounting Responsibility for Inventories 

The responsibilities of an auditor for inventories may be divided into 
(a) his accounting or auditing responsibilities and ( b ) his legal responsi¬ 
bilities. Accounting and auditing responsibilities are the outgrowth of the 
requirements necessary to the rendition of a sound professional opinion 
based upon an adequate examination of the inventory and the inventory 
records. The legal responsibilities usually arise from an act or a failure to 
act under the responsibilities falling within the sphere of accounting and 
auditing. Legal responsibilities have been established under the common law 
and under the rules prescribed by the Federal Securities Act of 1933 and the 
Securities Exchange Act of 1934. 

With respect to his auditing responsibilities, (a) the auditor should ex¬ 
amine, either in detail or by test, the inveniory records of the client; (b) he 
should obtain all necessary information and explanations from officers 
and employees; (c) he should physically test the inventory if it is reasonable 
and practicable to do so; and (d) he should observe the taking of the in¬ 
ventory. 

The audit report must disclose omitted procedures, together with the 
reasons for the omissions. In order to avoid qualification of the report, a 
sufficient amount of work should be performed. Although the auditor must 
never be guilty of the slightest negligence in connection with his work 
pertaining to inventories, it must be dearly understood that he is not a 
guarantor of inventory prices, quality, or quantity; neither is he an expert 
in materials. If the opinion or certificate of the auditor is unqualified, the 
assumption should be that he has followed all procedures necessary to con¬ 
vince him of the accuracy of the inventory. 

It is the opinion of the author that, in the face of more stringent audit¬ 
ing procedures, and regardless of whether, in the past, individual accountants 
have been declared negligent by courts and regulatory bodies, there should 
never be regimented standardized practices for the audit of inventories— 
or any other asset. Each company differs in its operations, accounting tech¬ 
nique, and internal control; and the requirements of each audit engagement 
vary in accordance with the findings of the engagement. 

The responsibilities for the work of auditing the inventories may be 
divided into four categories: 

1. Responsibility with respect to the clerical accuracy of the inventory. 

2. Responsibility with respect to the quantity of the inventory. 

3. Responsibility with respect to the pricing and valuation of the inventory. 

4. General responsibility with respect to the inventory. 

In attempting to meet and to discharge fully these four responsibilities, 
the auditor must employ certain procedures and tests. The extent of these 
procedures and tests depends upon the accuracy of the methods employed by 
the client in his control of the inventory, upon the inventory records, and 
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upon the care exercised in the taking of the physical inventory. The auditor 
must be certain that the inventory as shown by the statements at the end of 
the period actually was on hand at that date. 

Clerical Accuracy. The auditor’s responsibility for clerical accuracy of 
the inventory dictates that he must sufficiently verify the clerical work per¬ 
formed in connection with the inventory to assure himself that the work 
was correctly done with respect to extensions, footings, and summarization 
of the inventory. The amount of clerical accuracy verification to be per¬ 
formed by the auditor is dependent upon such factors as the internal control 
over the inventory, the total size and materiality of the inventory, the 
quality and condition of the inventory records, and the physical composition 
of the inventory. 

Quantity. The auditor’s responsibility for the quantity of inventory on 
hand is generally limited to reasonable tests of the accuracy of the quantities. 
The testing of the inventory should be representative of a sufficient sample 
so that the audit report may be rendered without qualification. The auditor 
must make thorough inquiry of officials and employees concerning the 
methods employed in counting, weighing, or measuring the inventories; he 
is obligated to do everything in his power to satisfy himself that the 
quantities shown by the records actually were present. It must be remembered 
that the quantity of an inventory and its verification will be directly re¬ 
flected in the value assigned to the inventory. In determining the accuracy 
of the physical inventory, consideration must be given to such factors as 

(a) the system of internal control exercised over the physical inventory, 

(b) the accuracy with which the book records are maintained, (c) the 
procedure and effectiveness of taking the physical inventory, and (d) the 
frequency with which the client checks the physical inventories and cor¬ 
rects the inventory records. 

Valuation. By "inventory valuation” is meant the dollar amount of in¬ 
ventory to be used for statement purposes at the end of a year, which 
amount will be carried forward as a charge to cost of sales in the succeeding 
year. 

Inventories may be priced by one of the following methods: 

1. At cost 

a) Identified cost 

b) Computed or derived costs, using 

(1) The first-in, first-out method 

(2) The last-in, first-out method 

(3) Unweighted average method 

(4) Weighted average method 

(5) Moving average method 

(6) Base stock, minimum stock, or normal stock method 

(7) Standard cost method 

2. At market 

3. At the lower of cost or market 
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4. At selling price, which may be below cost or market 

5. Under the gross profits method 

6. Under the retail inventory method 

The auditor is responsible for the ascertainment of the accuracy of the 
valuation of the inventory in accordance with accepted accounting princi¬ 
ples. If incorrect or unsuitable methods of valuation have been used by a 
client, the auditor may be considered remiss in his duties if he fails to call 
attention to such errors in the methods. 

Inventory valuation is a twofold problem in which consideration must 
be given (a) to the goods to be included in the inventory and (b) to the 
unit costs to be used in pricing the inventory for balance sheet purposes and 
for profit determination in the income statement. 

In accordance with recognized principles and with the pronouncement? 1 
of Accounting Research Bulletin No. 29, the primary basts of accounting 
for inventories is cost. Cost is the price paid or the consideration given to 
acquire an asset. 

By "market” is meant the current replacement cost of the quantity on 
hand, except that (a) the market price should not exceed the established 
sales price less reasonable costs of completion and distribution—this tends 
to prevent the showing of a loss when the goods are finally sold; and ( b) 
the market price should be no less than the net realizable value reduced by 
a normal profit margin. 

In the matching of costs and revenues, inventory cost should be the in¬ 
voice price plus transportation; plus receiving, testing, insurance, and pur¬ 
chasing costs; less cash and trade discounts. There is no justification for 
recording inventories at amounts greater than their cash outlays. 

When cash discounts are lost, should the discount lost be a period 
charge; or should it be added to inventory? If discounts are lost because of 
managerial inefficiency, a period charge is proper; future periods should 
not be burdened with cost expenditures resulting from deferment caused by 
a weak financial condition. If the lost discount is beyond managerial con¬ 
trol, it should be added to inventory cost. 

If the inventory cost is derived, and if sales have been costed throughout 
the period on one of these cost bases, and if the market at the end of the 
year is below this derived cost for the year-end inventory, the inventory for 
balance sheet purposes should be reduced to market price. 

In the cost of sales section of the income statement—if actual cost of 
sales is to be shown—the inventories must be stated at cost, either identified 
or derived. The variation between cost and a lower market—if the lower 
of cost or market rule is followed—should then be shown as "other ex¬ 
pense” prior to the determination of the net income for the period. 

Methods of determining the value of the ending inventory—on other 
than an identified or derived cost basis—with the resultant effect on cost of 
sales and periodic income determination, are necessary and desirable when 
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the usefulness of the inventory is no longer as great as its cost. This utility 
decline may be due to physical deterioration, obsolescence, price changes, or 
other causes; and, in conformity with the adoption of the rule of the lower 
of cost or market, the decline below cost would be recognized as a loss of 
the current period. 

The majority of accountants still believe that inventories should gen¬ 
erally be stated in the balance sheet at the lower of cost or market. Those 
accountants who disapprove of this method do so on the basis of the fact 
that the write-down of an inventory from cost (identified or derived) to a 
new, lower market price transfers the loss into the period of the price de¬ 
cline and not to the period in which the goods are sold. This is true; but 
most accountants, bankers, and businessmen believe in recognizing a loss 
upon discovery. Other objections are these: a devaluation maj be required 
even if there is no change in sales price; if devaluation is recognized at the 
balance sheet date, and if prices moved upward in the subsequent period, the 
profit for the subsequent period would be inflated; if some of the goods are 
still on hand at the later date after the market price has recovered, they 
may be valued at a higher figure than before and thus reflect an unrealized 
profit, though customary procedure avoids such an unrealized inventory 
profit by continuing to use the former lower market figure as "cost.” 

The rule of "cost or market, whichever is lower,” may be applied either 
to each item or to the total of each class of inventory, whichever method 
more clearly reflects income. 

There is no one method of costing sales or of pricing inventory which is 
universally applicable to all companies; however, consistency of method 
should be followed from year to year, so that income and asset values are 
not distorted between fiscal periods. Since this is a text in auditing, a dis¬ 
cussion of valuation principles and methods is not included. 

Disclose the Base. In all instances the basis of stating the inventories 
must be consistently applied and should be disclosed in the financial state¬ 
ments. If a significant change is made in the basis of stating the inventories, 
there should be disclosure of the change and its nature and, if material, the 
effect on income. 

Securities and Exchange Commission Requirements. Regulation S-X, in 
the section pertaining to inventories in the statements of registrants, re¬ 
quires the following: "The basis of determining the amounts shown in the 
balance sheet shall be stated. If a basis such as cost,’ market,’ or 'cost or 
market, whichever is lower,’ is given, there shall also be given, to the extent 
applicable, a general indication of the method of determining the ’cost’ or 
market’: e.g., 'average cost’ or 'first-in, first-out.’ ” 

New York Stock Exchange Requirements. In the preparation for list¬ 
ing applications, the instructions of the New York Stock Exchange contain 
the following regulations for the valuation of inventories and the methods 
of computing the cost of sales: 
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Valuation of Inventories: Indicate the practice followed in adjusting in¬ 
ventories to the lower of cost or market; i.e., whether on a basis of specific 
items, groups or classes, or entire inventory. 

State whether "market” is considered 

a) as replacement market, and whether in that event allowance is made for 
any decline in price of basic commodities in finished goods and work in 
process, or, 

b) as selling market, and whether in that event allowance is made for selling 
expense and normal margin of profit. 

State the company’s practice if (a) and ( b ) are followed in respect of 
different parts of the inventory. 

Describe treatment of any intercompany profit on goods included in the in¬ 
ventory. 

Method of Computing Cost of Goods Sold: State general method of computing 
cost of goods sold; i.e., whether computed on basis of "average cost,” "last-in, first- 
out,” "first-in, first-out,” etc. 

General Responsibilities. The general responsibilities of the auditor in¬ 
volve the reasonableness of scrap procedure, the determination of the 
adequacy of insurance coverage, an audit by comparison, determination of 
proper cutoff dates, obtaining inventory certificates from the client, the 
proper treatment of reserves, and proper balance sheet presentation of the 
inventories. 

Audit Program for Inventories 

The audit program for inventories is as follows: 

1. Compare original count tags or sheets with inventory summaries. 

2. Verify extensions, footings, and total summaries. 

3- Compare inventory summaries with subsidiary and controlling ledger ac¬ 
counts. 

4. Test quantities of inventories. 

5. Determine proper cutoff for purchases. 

6. Determine proper cutoff for sales. 

7. Ascertain the propriety of the treatment of goods in transit. 

8. Ascertain the propriety of the treatment of goods consigned in and out. 

9. Confirm merchandise in warehouses. 

10. Segregate items other than inventory. 

11. Examine purchase commitments. 

12. Test the pricing of the inventory. 

13. Compare inventory prices and sales prices. 

14. Eliminate inventory profits. 

15. Segregate pledged inventories. 

16. Apply the gross profits test. 

17. Ascertain inventory quality. 

18. Compute the inventory turnover. 

19- Examine scrap materials procedure. 

20. Determine the propriety and adequacy of insurance coverage. 
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21. Audit the inventories by comparison. 

22. Obtain an inventory certificate. 

The procedures to be followed for inventories are developed in the 
following subsections. 

1. Compare Original Count Tags or Sheets with Inventory Summaries. 
The auditor should obtain the original inventory count tags or sheets upon 
which the original count was recorded and check the accuracy of the 
transcriptions therefrom to the inventory summary sheets. In this compari¬ 
son the auditor must be certain that quantities—dozens, reams, hundreds, 
etc.—are stated in the same unit on the original data and on the summary 
sheets where the prices will be applied. 

ILLUSTRATION. An original inventory sheet showed 1,000 dozens, and 
the summary transcription showed 1,000 items; the unit cost was $1.50 
each; the inventory was understated $15,000. 

This comparison is in the nature of a test in all but extremely small 
audits. Normally, a comparison of 25 per cent of die items should serve 
to satisfy the auditor of the clerical accuracy of the transcription. 

The auditor must ascertain that inventory tags, cards, count sheets, and 
the final summary sheets have been signed or initialed by the persons 
responsible for their compilation. This is necessary in order to establish 
responsibility in the event of errors. 

2. Verify Extensions, Footings, and Total Summaries. The auditor must 
verify the accuracy of extensions, footings, and totals on the inventory 
sheets. It is important to be certain that quantities and unit prices are stated 
in correct units—dozens, price per dozen; tons, price per ton; etc. The 
verification of extensions and footings will be by test of a predetermined 
sample. The auditor must decide upon the extent of this testing, and his 
decision should be based upon the general quality of the methods employed 
in taking the inventory and the accuracy of the results. As a rule, the larger 
quantities of inventory should be verified in greater detail than the smaller 
quantities because a greater number of dollars may be tied up in the 
larger quantities. It must always be remembered, however, that an error 
might result in grossly understating a large item, thus making it appear 
small. Consequently, a thorough test of small items must not be ignored. 
Frequently, large errors may be detected by scrutiny. 

Some persons believe that if an inventory is small, all extensions and 
footings should be verified. This is a misconception; if the inventory is 
small, it evidently is not significant and does not require as extensive test¬ 
ing as in circumstances where an inventory is material in amount. 

The decision of the accountant concerning the testing of extensions and 
footings might be developed as follows: 

a) Verify extensions of not less than 70 per cent (vary 20 per cent either way 
with circumstances) of the value, including 40 per cent of the items. 
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b) Verify footings of inventory summary sheets of not less than 70 per cent 
(plus or minus a 20 per cent variation) of the value, including 40 per 
cent of the items. 

or 

a) Verify all extensions resulting in more than $500 total, but include at 
least 70 per cent of the value. 

b) Verify footings of inventory sheets to the $100 column. 

In verifying footings, a good plan is to foot individual sheets and not 
to carry the footings forward but to record each page total on a working 
paper; then, if errors are found when prices and/or quantities are verified, 
only one sheet need be changed. 

3. Compare Inventory Summaries with Subsidiary and Controlling 
Ledger Accounts. If perpetual subsidiary Inventory accounts are maintained, 
the auditor should compare these accounts with the items in the summary 
inventory sheets; and all material discrepancies should be noted, investi¬ 
gated, and adjusted. A trial balance should be taken of the subsidiary ac¬ 
counts and compared with the controlling account; differences should be 
accounted for, if possible; if this cannot be done, the controlling account 
should be adjusted to agree with the sum of the adjusted subsidiary ac¬ 
counts, after physical quantity and price tests have proved the accuracy of the 
subsidiary accounts. 

4. Test Quantities of Inventories. Recognized auditing procedure now 
involves the observation of the inventory-taking procedure and an adequate 
test of the inventory quantities, if it is reasonable and practicable to do so. 
This recognized procedure is set forth in Statements on Auditing Procedure, 
No. 1, of the American Institute of Accountants. If it is neither reasonable 
nor practicable for the auditor or an independent specialist to observe the 
taking of the inventory and to test the quantities by sampling, such omis¬ 
sion should be set forth in the report together with the reasons for such 
departure from recognized practice. 

The auditor should familiarize himself with the company procedure for 
ordering, receiving, recording, and issuing materials, so that he may judge 
the efficiency of the control over them. He should read the inventory 
instructions of the client in order to determine the completeness, adequacy, 
and detail of the inventory procedure followed by the client. 

In testing the count of the physical inventory and comparing it with the 
recorded inventory count of the client, the objective is to prove the ac¬ 
curacy of the client’s inventory recording. Discrepancies should be explained 
and adjusted to the satisfaction of the auditor. The normal quantity test 
should vary between 20 per cent and 35 per cent of the items. 

While verifying inventory quantities, the auditor must watch for items 
that are obsolete or slow-moving. This must be done if the inventories are 
to be correctly priced at a figure not in excess of sales price less profit and 
disposition costs. It is more easily done while testing physical quantities and 
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reconciling the physical inventory with the recorded inventory than at any 
other time. Slow-moving items may be detected by preparing schedules 
that show the number of months' purchases (or production) in the in¬ 
ventory and by comparing the results with the turnover of selected items of 
inventory. A valuable source of information is employees who aid in check¬ 
ing the inventory; they often inadvertently disclose obsolete or unsalable 
items. 

The inventory records should be controlled in the interval between the 
time of testing the inventory quantities and the time of converting quanti¬ 
ties to dollars for statement purposes. 

If perpetual inventory records are maintained, and if the perpetual 
records are used in lieu of an actual full count at the balance sheet date, the 
auditor should examine the frequency with which the perpetual records and 
physical inventories are checked and reconciled. 

If the audit is not made at the closing date, the auditor should start with 
the quantity on hand at the date of his examination, add the quantity sold, 
and subtract the quantity purchased or produced since the closing date in 
order to work back to the correct balance at the period-closing date. 

Taking the Inventory. Although the actual taking of a complete physi¬ 
cal inventory seldom falls within the province of the auditor’s work, he 
should nevertheless be familiar with the procedure and work necessary to 
take an inventory in a systematic, accurate, and efficient manner. Auditors 
are constantly called upon to outline the plans to be followed when an 
inventory is to be taken. It is desirable for an accountant to participate in 
the preparation of physical inventories, as long as that participation is in¬ 
dependent and reasonable. Modern practice now recognizes the value of 
such participation, in addition to the verification of inventory records. The 
majority of auditors are equipped and are willing to undertake the task of 
supervising the inventory; however, it must be remembered that the job, 
once entered upon, does not make the auditor a guarantor of the inventory. 

Inventory procedure cannot be described for all possible types of com¬ 
panies, but the procedures set forth here should cover the problems and 
outline the procedure for at least 90 per cent of the mercantile and manu¬ 
facturing companies. Naturally, variations in the procedure should be made 
whenever such a step becomes necessary for the best interests of the client 
and for the most efficient completion of the inventory; such changes in the 
described procedure will vary with the size and nature of the inventory and 
with the system of internal control. 

Definite plans should be developed concerning the date of the physical 
inventory, who is to supervise the count, the personnel of the counters and 
checkers, and the sequence of the counting. A set of written instructions 
should be prepared, to be studied by each person connected with the taking 
of the inventory. The inventories should be straightened and arranged for 
efficient and fast work. Inventory tags should be serially numbered and 
prepared in duplicate or with a perforation separating the top and bottom 
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sections of the tag. The inventory crew should count, weigh, or measure the 
inventory; place the name of the inventory item, its code number, its loca¬ 
tion, the item count or weight or measurement on the tag; and, after signing 
the tag, attach it to the goods. A second crew may check the first count; or 
the original count may not be placed with the goods, and the second crew may 
again count and independently record the count. In the meantime, inventory 
sheets should be prepared so that the data on the tags may be transferred, 
priced, extended, and totaled. Upon the completion of the process of taking 
the inventory, the original tags, or the half below the perforation, or the 
count tags of the second crew, should be taken from the inventory items, 
collected, and turned over to the person in charge of the inventory pro¬ 
cedure for transfer to the inventory summary sheets. A grand summary 
sheet or recapitulation, summarizing all of the inventory sheets, may be 
prepared. The duplicates, or top portions of the tags, may be left attached 
to the goods until the inventory summary is completed or until such time 
as the person in charge is certain that he will have no reason to recheck 
any item. Original tags should be retained, together with the summary 
sheets, until the auditor has completed his verification of the inventory. 

There are many variations of the procedure just described, all of which 
are equally effective. For example, instead of using a tag system, inventory 
sheets may be prepared by departments. One person may call the items, 
codes, description, and count, while a second person records the data. 

A few points, which must be kept in mind while the inventory is being 
conducted, are presented, as follows: 

1. Withdrawals from inventory and additions to inventory must be recorded 
on the count tags or sheets during the time of taking the inventory. 

2. All discrepancies between physical and book inventories must be recorded 
and the book inventories corrected. 

3. Proper cutoff must be determined. 

Most companies have a natural business year, at the end of which pro¬ 
duction is at a minimum and inventories are low. If the natural business 
year were chosen as the fiscal year, the inventory problem would be greatly 
simplified. Many concerns do not use a natural business year but instead 
maintain the fiscal year which was originally established when the company 
was small and when the choice of the accounting period was an unim¬ 
portant matter. For the majority of concerns, unfortunately, the fiscal 
year is the calendar year, whether or not it is the natural business year. 

With modern inventory control methods, many concerns rotate the 
counting of inventory; that is, certain items of inventory are counted each 
month (or each week) and the perpetual inventory records brought into 
agreement with the count. In this way the inventory is completely counted 
at least once a year without serious disruption of activity. Mercantile con¬ 
cerns which keep their inventory records by the retail method simply re¬ 
duce the total of their inventory by the amount of the net markup and use 
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the resultant figures for monthly income statements The gross profits 
method of computing inventory is also used extensively in the preparation 
of interim statements 

5 Determine Proper Cutoff for Purchases All goods received up to 
the close of the period (or in transit FOB vendor at the close of the 
period) must be included in the inventory Even if a delayed billing is re¬ 
ceived in the subsequent period, these items received or in transit must be 
taken into the inventory and into accounts payable In order that the 
propriety of the cutoff may be determined, invoices, receiving records, and 
inventory records must be compared This comparison should be made for 
a few weeks preceding the end of the period in order to ascertain that all 
billings and receipts of goods were included in the inventory The same 
records for a few weeks subsequent to the end of the year should be ex¬ 
amined to determine that all billings and receipts of goods recorded in the 
new period are applicable thereto 

ILLUSTRATION The detection of fraud from the compnnson of receiv¬ 
ing reports, invoices, and inventory records may be exemplified as fol¬ 
lows X was department m iniger and a buyer of valuable oriental mer¬ 
chandise He personally rented space in an office under an assumed name 
as a dealer in oriental merchandise As buyer, X would order a large 
quantity of oriental rugs and tapestries He had an accomplice deliver 
a small quantity to his employer s receiving department, thus obtaining 
the receiving departments receipt of shipment X would then increase 
on the receipt the quantity of merchandise received and requisition a 
cheque for the increased amount The cheque would be issued payable 
to the assumed name dealer, and X would then receive and cash it The 
auditor checked inventory records against the invoices for a period prior 
to and subsequent to the balance sheet date and disclosed the fraud 

6 Determine Proper Cutoff for Sales Goods billed to customers prior 
to the close of the period but shipped after the close of the period should be 
excluded from the inventory only if title has passed, to verify delayed ship¬ 
ments, compare sales invoices with shipping records for six or seven days 
preceding the close of the period and subsequent to the close of the period 
If title has not passed, the sales entry should be reversed—and the goods 
included in the inventory 1 

Customers must be charged for all goods shipped to the end of the 
period, with the consequent reduction of the book inventory, even though 
the customer requests a delayed billing 

1 The writer has taken the position here that the possession of title determines the 
inclusion of merchandise in inventory That this position is not universally accepted is 
indicated by the following quotation from the Accountants’ Handbook p 552 Passing 
of title—a legal test—is usually accepted as the proper criterion for determining what 
items should be included in inventory, and the title rule is stressed in income tax ad 
ministration The limitations of the legal rule as a practical solution to many inventory 
problems have been pointed out by accountants, and where there is no legal controversy 
present or imminent strict application of the rule may not be necessary 
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In the examination and comparison of sales records, orders, sales in¬ 
voices, and shipping records for the last few days of the period under 
audit and for the first several days of the subsequent period, to ascertain 
that the sales and consequent inventory reductions are in the correct period, 
the auditor must exert caution to see that there are no fictitious billings 
accompanied by fictitious shipping records, made with the objective of 
inflating profits. The confirmation of accounts receivable is of assistance in 
this detection; also, entries for large returns in the subsequent period may 
offer a clue to this practice. 

7. Ascertain the Propriety of the Treatment of Goods in Transit. As 
indicated, goods in transit to the client should be included in the inventory 
if title has passed. If title has not passed for the in-transit items, any entries 
charging Inventory and crediting Accounts Payable should be reversed. 1 

Goods in transit at the end of the period naturally cannot be inspected 
until they are delivered. Working papers should be prepared for goods in 
transit, listing the shipments in detail. A separate ledger account for goods 
in transit may be set up in order to record the unreceived purchases if title 
has passed, so that total inventories may be brought up to their correct 
figures. 

Shipment conditions must be investigated to determine title. If the goods 
are shipped F.O.B. shipping point, the assumption is that title passes when 
the goods are placed with a common carrier for shipment; in such cases 
the goods must be included in the inventory of goods in transit. If shipment 
is F.O.B. point of destination, the title does not pass to the purchaser and 
the goods are not considered in transit until the purchaser is notified of 
arrival. Such a situation makes necessary the reversal of a recorded pur¬ 
chases entry if notification of arrival has not been received at the closing 
date. 

8. Ascertain the Propriety of the Treatment of Goods Consigned In and 
Out. Goods out on consignment must be included in inventory and ex¬ 
cluded from accounts receivable; goods held on consignment must be ex¬ 
cluded from inventory. Consignment accounts and records should be 
examined to be certain that accounting treatment has been proper. When 
merchandise is out on consignment or bailment, it is subject to the laws 
governing agencies and bailments. 

If consigned merchandise has been recorded as a debit to Accounts Re¬ 
ceivable and a credit to Sales, the entries should be reversed on the books 
of the consignor and the inventory in the hands of the consignee included 
in the consignor’s inventory as "goods out on consignment.” 

In the audit of consigned-out goods, examination should be made of 
correspondence, shipping records, and consignment reports, supplemented 
by obtaining confirmation of merchandise-out. The auditor should examine 
the consignment contract and note all of its provisions with respect to 
remittances, guaranties, established sales price, credit extensions by the 
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consignee, the treatment of transportation and insurance, the method of 
computing the consignee s commission, and other items of importance. 

The auditor must obtain confirmation from the consignee for all mer¬ 
chandise held as of the balance sheet date, its sales price, the balance of cash 
due the consignor, accounts receivable held by the consignee if the consignor 
is to receive cash therefrom, accrued commissions if the consignor is to 
remit to the consignee, and expenses paid by the consignee to be deducted 
when he remits. 

Goods held as consigned-in merchandise should be segregated from the 
inventory owned. Complete records for consignments-in should be main¬ 
tained for the physical items held and for the commissions earned. 

In auditing goods held on consignment and the records with respect to 
them, the auditor should proceed as follows: (a) Examine all consignment 
contracts, correspondence, and reports for the audit period; (b) obtain a 
list of the goods held; (c) test the quantities of the items on hand and 
reconcile with the records of the consignees; (4) obtain confirmations from 
the consignors, and compare with the quantity tests; (5 ) verify the con¬ 
signors’ confirmations with respect to unremitted cash from sales, dollar 
value of the unsold goods, any contingent liabilities, and other items. Con¬ 
firmations should be requested even if no consignment-in merchandise is 
on hand at the balance sheet date, in order to prove that contention and to 
establish claims or amounts payable. 

Confirm Merchandise in Warehouses. When goods are stored in 
public warehouses, the auditor should inspect the warehouse receipt. In the 
event that warehouse certificates are pledged as loan collateral, the audito r 
should obtain confirmation from the pledgee. Pledged merchandise must 
be so indicated on the balance sheet. Warehouse certificates must be sur¬ 
rendered when goods are released. Consequently, under normal conditions 
it is only necessary to obtain confirmation of the existence of the goods in 
the warehouse; it is not usually necessary to examine the goods. However, if 
the auditor suspects that goods were withdrawn without certificate surrender, 
or if the goods stored represent a considerable proportion of the total current 
assets or of the total assets, additional inquiries should be made; and, if it 
is reasonable and practicable, the auditor should visit the storage quarters and 
examine and test the inventories for quantity and condition. 

10. Segregate Items Other than Inventory. In examining inventory 
quantities, the auditor must watch carefully to be certain that equipment 
purchases and raw materials and work in process destined to become fixed 
assets are not included in the inventory. The inventory should be composed 
only of raw materials, work in process, finished parts, and finished goods and 
supplies; the last-named item may be listed separately. 

11. Examine Purchase Commitments . Purchase commitment contracts 
should be examined by the auditor and working papers prepared which 
contain full data relative to the contracts. Confirmations from the sup- 
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pliers should be requested for partial deliveries. The confirmations become 
part of the working papers. If market prices have fallen to a point below 
the purchase commitment contract price, provisions for accrued net loss 
should be made unless a complementary sales contract offers adequate 
protection. Possible loss provisions should be created in the same manner 
followed for the recognition of a decline from cost to lower market for in¬ 
ventories when the reserve method is used and, if material, should be 
shown separately in the income statement. If advances of money were made 
to vendors on purchase commitments, the advances should be shown 
separately among tl^e current assets as “advances on purchase contracts.” 
The charges should be vouched to be certain that they represent advances. 
Debit balances in accounts payable should be investigated to determine 
whether any of them should be classified as advances on account of pur¬ 
chases. Because of the possibility of future loss, extraordinary purchase 
commitments in excess of reasonable requirements for the immediate future 
should be mentioned as a balance sheet footnote or in the audit report. 

12. Test the Pricing of the Inventory. The prices applied to the in¬ 
ventory by the client must be tested by the auditor to be certain that the 
inventory is fairly presented for balance sheet and income statement pur¬ 
poses. The auditor should read carefully the client’s inventory instructions, 
if any, with respect to pricing. A discussion of specific items and the ap¬ 
plicable procedures is presented in the following subsections. 

Raw Material; Merchandise; Supplies. Compare the inventory price 
used with the cost per invoice and with current market price; make allow¬ 
ances for transportation-in, cash, and trade discounts. The test should be for 
approximately 70 per cent of the value of the inventory. 

Raw materials constitute the original materials purchased for manu¬ 
facture. Merchandise inventory is the term commonly used by mercantile 
concerns in referring to stock in trade. Supplies are used by manufacturing, 
mercantile, and service organizations. The auditing procedures for quantities 
and prices are the same for these three classes of inventories. In some in¬ 
stances, where supplies are not significant in amount, they are inventoried 
by estimate and inspection rather than by physical count, weight, or meas¬ 
urement. 

The auditor must possess a clear understanding of what constitutes the 
true cost of raw materials and merchandise. Cost is composed of the invoice 
price, transportation-in charges, duties, and transportation insurance; cash 
and trade discounts are proper reductions of invoice price. As pointed out 
in a preceding section, the bases of pricing the raw material or merchandise 
inventory are cost; market; the lower of cost or market; last cost; replace¬ 
ment cost; first-in, first-out; last-in, first-out; weighted average cost; and base 
stock. Of these, probably the most commonly employed is cost, followed 
by the lower of cost or market. It is not within the field of an auditing 
text to go into a full discussion of the theories, advantages, and disad¬ 
vantages of the various methods of valuation. Each method has its ad- 
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herents and its opponents; the auditor must be thoroughly familiar with 
all methods. In all cases of inventory pricing, regardless of the method 
used to arrive at such prices, it must be borne in mind that the principal 
objective of inventory pricing is the determination of the proper profit or 
loss for a fiscal period. In addition, the basis of pricing should be consistent 
from period to period; and, if a change in basis is adopted, it should be ex¬ 
plained. The basis of pricing should be disclosed in the balance sheet or in 
a footnote to that statement. Adjustments brought about by a decrease in 
market price below cost should be separately set forth in the extraneous 
expense and income section of the operating statement. 

In the valuation of raw materials, supplies, and merchandise inventories, 
invoices constitute the source of information for cost data; and, in the test¬ 
ing of prices used against invoice costs, transportation and other charges 
must be verified. Current market prices should be obtained from papers, 
trade journals, and the purchasing department. The items of transporta¬ 
tion, duties, insurance, etc., which are added to cost, must also be added to 
replacement bid prices in the comparison of the two prices. 

Trade discounts granted the client must be deducted from the price of the 
inventory. Cash discounts preferably should be deducted, but this procedure 
is not common; and there is no major objection to failure to do so, pro¬ 
vided that the practice of the client is consistent. 

The inventory working papers in the Illustrative Audit accompanying 
this text should be examined. 

Certain raw materials, merchandise, and supplies do not lend themselves 
readily to counting, weighing, or measurement. If book inventories are 
relied on, they must be supported by competent test of physical quantity. 
In many instances, technical experts are employed to verify specialized in¬ 
ventories. 

Work in Process. An audit program for work-in-process inventories 
will vary according to the accounting system of the organization and the 
nature of the processes and operations. The auditor must familiarize him¬ 
self with the cost system in operation before verifying the work-in-process 
inventories. In any type of cost system, there are three elements of factory 
cost which are placed in process: ( a ) direct material cost, ( b ) direct factory 
labor cost, and ( c) manufacturing overhead. 

If the cost system is an integral part of the general accounting system, 
the inventories of work in process can be accurately verified for the three 
elements of cost, as follows: 

1. Test charges ro Work in Process for raw materials transferred. 

2. Test labor charges to Work in Process by reference to time tickers for op¬ 
erations. 

3. Test the propriety of the distribution of manufacturing overhead to the 
Work in Process accounts. 

If the cost system is not related to the general records, it may be possible 
to obtain accurate costs for work-in-process inventories; but it is highly im- 
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probable that the cost records are accurate. If there is no cost system, it may 
be difficult to audit work in process as of the balance sheet date at a later 
date. With no cost system, the auditor may be forced to rely—in part 
upon the estimates of employees. A rough check is to take the sum of the 
beginning inventories of raw material, work in process, and finished goods 
and add to this total the total annual cost of materials purchased, labor, 
and overhead. From available cost specifications and estimates (or from 
unit costs of the preceding year), obtain the total cost of the items sold; 
subtract this figure from the sum of the beginning inventories of raw ma¬ 
terials, work in process, finished goods, materials purchased, labor, and 
overhead. This results in an ending inventory figure, which can be broken 
down into raw material according to the amount on hand and finished goods 
according to the quantity on hand; the remainder will be work in process. 

In auditing work-in-process records, footings and extensions should be 
verified by the auditor, just as for any other inventory. Shop orders—or 
job tickets or production orders or departmental costs, if a process system 
is used—are totaled and checked against the Work in Process controlling 
account. The subsidiary work-in-process records must be examined to as¬ 
certain that raw materials are charged to Work in Process at the correct 
figures; incorrect figures mean that the work-in-process inventory is in¬ 
correct or that the figure for finished goods or cost of sales is incorrect if 
the product has reached the finished goods stage or has been sold. Adjust¬ 
ments are necessary if the raw materials costs are incorrect. If raw material 
inventories are priced, for example, at the lower of cost or market, then the 
raw material cost, direct labor cost, and manufacturing overhead cost in 
work in process likewise should be priced at the lower of cost or market. 
Consistency should be maintained in this direction. 

Orders for work in process may also be tested to determine the accuracy 
of the cost of the labor in process. This is accomplished by checking labor 
cost records and timekeepers’ records against the subsidiary work-in-process 
records. Also, if standard costs are used, variance accounts may be examined 
to ascertain undercharges and overcharges based on standard cost and 
actual cost. 

Factory overhead is distributed to production on many different bases. 
Regardless of the method in operation, the auditor must understand it; 
and he must check the distribution of the overhead into work-in-process 
records to determine the accuracy of distribution and the correct value of the 
work-in-process inventory. The auditor must also verify the items con¬ 
stituting factory overhead to be certain that selling, administrative, and 
non-operating costs are not included and that all factory costs in addition 
to direct material and direct labor are included. If different distribution 
bases for overhead are used in different departments and divisions of a 
company, the auditor must be certain that an equitable distribution has 
been achieved. 

In distributing factory overhead to the cost of the product, a normal 
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overhead rare should be established; that is, the overhead should be dis¬ 
tributed so that normal costs are established rather than actual costs. This 
procedure levels out the cost to manufacture products and makes necessary 
Underabsorbed Overhead and Overabsorbed Overhead accounts. The auditor 
must ascertain that these accounts do not become an addition to Work in 
Process for underabsorbed overhead and a deduction from Work in Process 
for overabsorbed overhead; any balances in these accounts should be charged 
or credited directly to Profit and Loss. 

In auditing work in process, care must be exercised to be certain that the 
cost of repair jobs and the manufacture of fixed assets are not included. If 
such items are included, adjustments must be set up to transfer them out 
of Work in Process. Care must also be exercised to verify the transfer, ac¬ 
cording to the records, of all goods going out of Work in Process into 
Finished Goods. 

The work-in-process records should be examined to be certain that 
shipped production has been cleared therefrom. An examination of the 
sales records and their comparison with the work-in-process records should 
disclose this situation. If the cost system is not tied in with the general 
books, this situation may easily exist; if the cost records are correct, and if 
they do tie in with the general records, the condition can exist only through 
the failure to transfer work in process to the finished goods inventory, fol¬ 
lowed by the failure to cost the sale at the time the sale was made. 

Finished Goods; Finished Parts. If finished goods and finished parts are 
purchased, valuation and audit procedure follow the principles discussed 
under "Raw Material; Merchandise; Supplies.” If the finished goods and 
finished parts were manufactured, the procedure follows that for work in 
process, already described, plus some additional work. Inventory cards 
should be tested against the physical count; and the inventory may be 
worked back to the closing date, if necessary. Discrepancies should be ex¬ 
plained to the satisfaction of the auditor. Shipping records for the last 
few days or weeks of the period under audit must be compared with in¬ 
voices and inventory records to be certain that items have not been in¬ 
cluded in inventory which have been billed or shipped, or both. If the sale 
has been charged to the customer on the client’s books and not billed or 
shipped, Sales should be decreased and Inventory increased, since the in¬ 
ventories are still owned by the client. 

If certain customers purchase under special contracts giving them lower 
prices than are normally granted, the sales prices in such cases should be 
checked against production costs plus selling expenses in order to determine 
whether or not the contracts are profitable; if they are not, such work-in- 
process inventories should be reduced from cost to sales price less cost of 
selling. 

Inactive stock item cards should be inspected to be sure that the goods 
have not become obsolete so far as valuation is concerned, with a resulting 
loss for which provision had not been made. These items should be dis- 
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cussed with the client before the auditor makes provision for possible 
loss. 

13. Compare Inventory Prices and Sales Prices. After testing the prices 
of the inventories and verifying work in process and finished goods, the 
auditor should compare each product in the finished goods inventory with 
its estimated sales price in order to form an opinion concerning the probable 
future gross profit rate and its comparison with the gross profit rate of the 
current year and of past years. If a profit is to be realized, not only must the 
cost of the finished goods be normal, but the cost of selling and administra¬ 
tion must be normal. If the conclusion is reached that a satisfactory profit 
margin will not be forthcoming, it is entirely possible that the inventory of 
finished goods and perhaps the inventory of work in process are overpriced 
at the balance sheet date. 

14. Eliminate Inventory Profits. As a matter of good accounting, a 
profit margin should not be added to inventories. 

In the uncompleted contract work-in-process inventory of a manufactur¬ 
ing company, if a profit has been added to the inventory, it should be 
eliminated so that the inventory will not be stated in excess of cost, and so 
that a profit will not be recorded before it is earned. 

In the case of construction companies, where the construction period 
extends over more than one fiscal period, it is recognized practice to include 
the estimated profit on the completed portion of the contracts in income for 
federal income tax purposes. If the client is a construction company, and 
if the in-process contracts contain an estimated profit, the auditor should 
obtain a certification from architects and engineers of the percentage of the 
work completed and the estimated cost to complete the project. The total 
Cost to date plus the estimated cost to complete must then be compared with 
the contract price in order to determine if the profit included is proper; the 
exception to this comparison would be in the event of cost-plus contracts. 
The auditor should investigate to be certain that the profit or loss on all 
contracts completed in the year under examination has been taken into in¬ 
come. If completed contract accounts are open at the balance sheet date, 
the auditor must investigate to ascertain the reason why they have not been 
closed. It may develop that the customer refused acceptance, or there may be 
a lawsuit in process, or the intention may be to shift profits to another 
year. 

ILLUSTRATION. Failure to bill customers for $300,000 of completed 
construction in 1951 resulted in shifting $36,000 of profit to 1952. 

If work under a contract is guaranteed, the auditor must investigate the 
adequacy of repair reserves created for the purpose of meeting the guar¬ 
anties. He should ascertain that the expense charges represent expectations 
that will be recovered in the contract price. 

If interdepartment, interdivision, or intercompany profits have been taken 
into inventory, they must be eliminated. 
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15. Segregate Pledged Inventories. When inventories are verified, the 
auditor must watch for evidences of inventories assigned or pledged as loan 
security and for evidences of other liens on the inventories. Inventories as¬ 
signed or pledged as loan security at banks should be verified when con¬ 
firming the bank balances. Other liens on inventories may be detected if 
insurance policies are endorsed to another as beneficiary under the policy. 
An inventory certificate obtained from the client should set forth inventory 
pledged as loan security and all other liens against the inventory. 

If inventories are purchased under letters of credit, the goods withdrawn 
under the trust agreement should be segregated from owned inventory as 
property of the bank that holds the agreement. The auditor must investigate 
to be certain that goods withdrawn under trust agreements are not again 
used as security for a loan at another bank. 

16. Apply the Gross Profits Test. The calculation of the inventory by 
the application of the gross profits test serves as a rough check on the 
reasonableness of the value of the ending inventory. The test is based on 
the assumption that the rate of gross profit in the current year is approxi¬ 
mately the same as the average rate for several preceding years. When the 
gross profits test is used, it must be remembered that it constitutes only a test 
of the general accuracy of the ending inventory. To apply the gross profits 


test, the procedure is as follows: 

Beginning inventory, at cost .$100,000 

Purchases, at cost . 600,000 $700,000 

Less: Sales, at sales price .$900,000 

Gross profit—40 per cent . 360,000 

Estimated cost of sales . 340,000 

Estimated ending inventory, at cost. $160,000 


The test is of value in retail stores and wholesale organizations which 
maintain uniform gross profit margins. If gross profit rates fluctuate from 
year to year, the test is not of much value. In a manufacturing company 
the inventories must be separated for the three elements of cost—raw 
material, labor, and manufacturing overhead; in this manner, errors may be 
ascertained. 

If the gross profits test discloses major discrepancies between the cal¬ 
culated inventory and the priced inventory, an inquiry may reveal one of 
the following situations: 

a) Fictitious sales may have been recorded. 

b) Figures for goods purchased may have been inflated. 

c) Quantities and/or prices may have been incorrectly stated in the priced 
inventory. 

d) Purchases and sales cutoffs may have been improper. 

e) Sales prices may have been materially increased or decreased without cor¬ 
responding increases and decreases in purchases. 

/) The basis of pricing the ending and beginning inventories may have 
varied. 
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The best use of the gross profits method to arrive at an inventory is in 
the event of thefts, fires, and improper conversions. 

17. Ascertain Inventory Quality. Obsolete goods should never be car¬ 
ried at a price in excess of possible realization. In order to determine 
obsolete items, the auditor, after inspecting the inventory, must discuss the 
inventories with the client; the auditor should obtain data pertaining to 
obsolete items from the perpetual inventory records on the basis of non¬ 
movement; a comparison of sales price and inventory price often leads to 
the discovery of obsolescence. Also, a decreasing rate of turnover may serve 
as an excellent guidfc to the detection of obsolescence. When obsolescence is 
established, the inventory may be written down directly; or a reserve of 
sufficient size to cover the loss may be provided. 

In similar manner, slow-moving and defective items must not be over¬ 
priced. These items eventually might be sold at a price below cost, and the 
possible loss should be provided for as soon as a suspicion of loss arises. 
Listings should be prepared of discontinued items of inventory. Again, pric¬ 
ing should not exceed expected realization. 

The auditor is responsible in a general way for ascertaining that the 
quality of the goods is satisfactory for resale or productive purposes. The 
ascertainment of proper quality affects the valuation of the inventory; and, 
from the standpoint of correct pricing, the auditor is concerned. At no time 
should the auditor be considered a specialist in determining the quality of 
the client’s inventory. The certificate of inventories (Illustration 36) should 
contain a client statement concerning quality. 

18. Compute the Inventory Turnover. Computation of the rate of in¬ 
ventory turnover is often an aid (a) in determining growing quantities of 
obsolete and unsalable goods and ( b ) in determining the tendency to buy 
in advance of requirements. 

Inventory turnover is determined by dividing the cost of sales by the 
average inventory; the greater the number of subperiods in the average, the 
more accurate will be the rate of turnover. If the normal rate of gross profit 
for a business is small, turnover will be more rapid than in a company where 
gross profit rates are high. The auditor must be acquainted with normal 
turnovers for various types of industries and businesses. Turnover may be 
affected (a) by quantity and ( b ) by the method of pricing the inventory. 
To determine the cause of a change in turnover, unit costs must be com¬ 
pared with those of previous periods. 

19- Examine Scrap Materials Procedure. Proceeds from scrap materials 
often constitute a large dollar amount of revenue, even though the amount 
is not significant in comparison with total revenues. Many companies do 
not maintain inventories of scrap, by-products, and other waste. In many 
instances, records of these items should be kept—at least in terms of 
quantity—particularly if the quantities are large or if the material is valu¬ 
able, as in the case of filings in precious-metal operations. 

When records are kept, the auditor should examine the clerical accuracy 
of prices, extensions, and footings, just as in the case of any inventory; he 
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also should test quantities (whether or not quantity records are kept), and 
he must be particularly careful of the pricing of the items. Scrap materials 
should be reasonably priced at all times at a price not in excess of final 
realization. Receipts of cash from scrap sales should be traced into the 
records. 

20. Determine the Propriety and Adequacy of Insurance Coverage . 
There are many types of insurance obtainable upon inventory, for loss pro¬ 
tection. The type of inventory in large measure determines the type of in¬ 
surance to be carried. Fire and extended coverage, theft, and burglary in¬ 
surance are needed for small-item merchandise. Fire insurance only might 
be sufficient for large items of metal—sheet steel, bar stock, etc. 

In examining the propriety and adequacy of the insurance coverage, the 
auditor must be certain of the following points: 

a) The inventory must be covered regardless of its location. 

b) The beneficiary under the insurance should be the client or the owner of 
a lien against the inventory. 

c) The operation of coinsurance clauses must be analyzed. 

d) Policy expiration dates must be noted; insurnnce brokers usually can be 
relied upon to reinsure, but the auditur should not rely on others. 

e) If the policy is originally issued on a "provisional” basis, premium refunds 
should be verified. 

f) Premium refunds should be credited to the proper accounts. 

g) When additional "specific” insurance is purchased under the policies in 
force to cover increases in inventory, the reports submitted each month to 
the insurance company must be examined for agreement with the billings 
from the insurance company. The auditor must not judge the adequacy ot 
the insurance coverage by comparing balance sheet inventories with the 
face of the policy. Modern policies are designed so that the face of the 
policy shows a minimum amount of insurance; as inventories increase, 
additional specific amounts are purchased. If the average of the inventory 
for the year is less than the average insurance in force, premium refunds 
will be made. 

21. Audit the Inventories by Comparison. A comparison of items with 
similar items of preceding periods often discloses slow-moving items, ob¬ 
solete goods, and unnecessary quantity variations—particularly increases 
that result from buying in advance of requirements, with the consequent 
harmful effect on working capital. This comparative study may be made as 
follows: 


Item 

Location 

Quantity 
December 31 

Pricing Method 
December 31 

Total Amount 
December 31 

1951 

1950 

1949 

1951 

1950 

1949 

1951 

1950 

1949 
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Illustration 36 

CERTIFICATE OF INVENTORIES 

Name df Client_ 

Period Ended_ 

Name of Accountants 

Address 

Gentlemen : 

We believE the following statements tD be true representations of the inventories at the 

close of the accounting period stated above. The inventories are classified as follows: 

Raw'Marerials. $_. _ 

Work in Process. $_ 

Finished Goods. ___ 

Supplies. $__ 

.-. $ _ 

Total. $__ __ 

1. All inventories were included in the preceding total. 

2. All items were taken by actual count, weight, or measurement, or by conservative esti¬ 
mates where actual count was impracticable. 

3. All raw materials, supplies, and purchased merchandise were priced at the lower of cost 
or market, as applied to each item in the inventory (state any other basis used). Costs 
were determined by the first-in, first-out method. Market value is considered as the lower 
of replacement cost or net realizable value less all costs of carrying, selling, and profits. 

4. All work in process and finished manufactured product has been priced at manufacturing 
cosr, except obsolete or not readily salable merchandise or product, which was priced at 
scrap or realizable value. 

5. The basis of pricing the inventories is consistent wich the methods followed at the close 
of the preceding period. (If the method has changed, a statement to that effect should 
be given.) 

6. Purchase commitments do not exist which are in excess of current market price at the 
balance sheet date. 

7. Sales commitments do not exist below inventory prices. 

8. All items included are the property of the company and are not hypothecated in any 
manner. Consignments-in were excluded. Advance payments on purchase contracts were 
excluded. 

3. The liabilities for all inventories have been recorded and are of book record as of the 
closing date above stated. 

10. No items are included which were billed or shipped prior to the closing date above stated. 

11. When discrepancies occurred between physical and book inventory figures, the book 
figures were adjusted to the physical count. 

12. The inventories were taken under our supervision, in accordance with our inventory 
instructions, a copy of which was presented tD our auditors. 

13. All inventory is salable and in good condition. 

14. The following exceptions to the printed statements are noted: 

Signed at__ Date _ ... __ 

By_Title___ 

_Title_ 

_Title_ 

In making these comparisons in terms of raw materials, work in process, 
finished goods, and supplies, the auditor should determine that the prices 
of the inventories at the beginning of each year are in agreement with (a) 
the books, ( b ) his working papers, ( c ) tax returns, and ( d) balance sheets. 
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Any variations must be investigated and disclosed in the report of the ex¬ 
amination. 

ILLUSTRATION. Assume that a Reserve for Inventory Losses was closed 
to Inventory as of the beginning of a fiscal period; the operating results 
for that period would be inflated. 

22. Obtain an Inventory Certificate. Accountants ordinarily obtain 
from the client a written representation of the inventories. An inventory 
certificate should include representations of title and ownership, quantity, 
quality, method of pricing, total amounts, commitments, obsolete goods, 
and pledged items. 

Obtaining an inventory certificate from the client in no way relieves the 
auditor of any portion of his work in connection with the examination of the 
inventories; such a certificate will emphasize the fact that the financial 
statements are the representations of management and not those of the 
auditor. If a satisfactory inventory certificate cannot be obtained, it is highly 
improbable that an unqualified opinion can be rendered. 

Illustration 36 presents one form of inventory certificate. In each engage¬ 
ment the certificate should be designed to suit the existing circumstances. 

QUE5TION5 AND PROBLEMS 

1. Enumerate the features to be especially noted by an independent public ac¬ 
countant in the observation of a physical inventory, and state the purpose of 
such auditing procedure. 

2. For each of the inventory methods listed below: 

a) Describe the principal features. 

b) Give at least one situation in which it is used to advantage and con¬ 
sidered as good accounting practice. 

c) Indicate whether the method is permissible for federal income tax pur¬ 
poses. 

The methods are as follows: 

Retail method 
Base-stock method 
Lifo 
Fifo 

Average cost 

3. a) What are the requirements necessary for reasonable assurance of ade¬ 

quate internal control of inventories? 

b) What are the advantages of an adequate system of internal control of 
inventories? 

4. The client operates a chain of one hundred retail drug stores; a centralized 
warehouse also is maintained. The perpetual inventory records are main¬ 
tained at the central offices and are kept in terms of quantity, unit, price, 
total price, and store or warehouse location. The store inventories and the 
warehouse inventory are taken by employees of the client on serially num¬ 
bered tags. The inventory crews work in teams of two; one employee enters 
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the description and count of the items on a perforated inventory tag, and the 
second employee verifies the description and count and removes the lower 
portion of the count tag. 

The removed portions of the tags are returned to the central offices, where 
the descriptions and count are transferred to classified inventory sheets; the 
items then are priced at the lower of cost or market, or reduced for damaged 
merchandise and obsolete items, and extended and footed. The classifid in¬ 
ventory sheets then are transferred to inventory summary sheets and totaled. 
Several weeks before the close of the fiscal period, the central office sent a 
copy of the inventory instructions to the auditors. 

What procedure would you follow to verify the inventory under the cir¬ 
cumstances outlined? 

5. What special procedures should an independent auditor adopt in the ob¬ 
servance of inventory-taking where large quantities of packaged materials 
are stacked in solid formation? 

6. Briefly describe your concept of reasonable physical tests in the audit verifica¬ 
tion of the following types of inventories: 

a) Merchandise held for sale by a store that retails men’s clothing and fur¬ 
nishings 

b) Airplane motors and parts in an airplane-engine manufacturing plant 

c ) Iron ore and scrap iron at the plant of a smelter 

d ) The merchandise in a fine arts and jewelry store 

7. The Pinn Company maintains its perpetual inventory records in the central 
accounting office. The storekeeper also maintains a perpetual inventory of 
quantities only, recording his entries on the inventory cards as goods are re¬ 
ceived and requisitioned. The storekeeper forwards the requisitions to the 
accounting department. The receiving department sends to the accounting 
department reports that give rise to debits to the perpetual inventory records 
maintained there. The auditor compared quantity balances according to the 
accounting department’s perpetual inventory records with the balances of 
the storekeeper, found them in agreement, and accepted the figures. Was the 
auditor correct or incorrect in his acceptance of the figures? 

8. Prepare a complete manual of inventory instructions for a manufacturing 
company with which you are familiar. 

9. Explain under what conditions an auditor would be justified in accepting 
the pricing of an inventory on each of the following bases: 

a) Cost price 

b) Market price 

c) Lower of cost or market 

d) Standard cost 

e) Sales price 

The inventories have been consistently priced from year to year; and the 
auditor has extensively tested for clerical accuracy, price, and quantity. 

10. Your client, a furniture manufacturer, recently organized a department to 
manufacture toys, utilizing therefor short lengths of expensive hardwoods. 
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which were formerly disposed of as waste In order to settle a dispute be¬ 
tween your client s chief accountant and the manager of the toy department, 
who feels that his department should be charged nothing for this material, 
)ou are requested to recommend a method of determining the amount, if 
any, at which the short lengths should be transferred from the furniture de¬ 
partment to the toy department and to explain the reasons for your recom¬ 
mendation 

Draft the body of a letter to comply with this request 
II What is the balance sheet price of the merchandise in the following case? 




Unit 

Unit 

Tntal 

Total 

Item 

Count 

Cost 

Market 

Cost 

Market 

OvLrLIUtS 

200 

$ 24 00 

$ 27 00 

$ 4,800 00 

$ 5,400 00 

Overcoats 

140 

36 00 

39 00 

5,040 00 

5,460 00 

TopLoats 

220 

22 00 

20 00 

4,840 00 

4 400 00 

Suits 

240 

36 00 

32 00 

B,640 00 

7 6B0 00 

Suits 

230 

30 00 

2B 00 

6,900 00 

6,440 00 

Suits 

170 

22 00 

23 00 

3,740 JO 

3 910 00 

Robes 

50 

5 00 

5 50 

250 00 

275 00 

Belts 

410 

0 70 

0 l 1 

287 00 

295 20 

Collars 

650 

0 20 

0 19 

130 00 

123 50 

Shirts 

430 

1 20 

1 2S 

516 00 

537 50 

Shirts 

220 

1 90 

1 B0 

41 b 00 

396 00 

Shirts 

200 

2 70 

2 75 

540 00 

550 00 

Display cases 

15 

95 00 

9B 00 

1,425 00 

1,470 00 

Display cases 

ID 

75 00 

75 00 

750 00 

750 ro 

Ties 

BOO 

0 60 

0 60 

4B0 00 

480 00 

Tics 

600 

0 95 

0 90 

570 00 

540 00 

Hosiery 

700 

0 65 

0 66 

455 00 

462 00 

Hosiery 

300 

0 95 

1 00 

2B5 00 

300 00 

Cash register 

3 

200 00 

250 00 

600 00 

750 00 

Cash register 

2 

300 00 

375 00 

600 00 

750 00 

Shoes 

350 

6 00 

6 50 

2,100 00 

2,275 00 

Shoes 

200 

9 00 

B 00 

1,800 00 

1,600 00 

Hats 

100 

3 50 

3 60 

350 00 

360 00 

Hats 

100 

4 B0 

5 00 

4BD 00 

500 00 





$45,996 00 

{45,704 20 


12 Your client, a manufacturer with a large and active inventory, takes his raw 
material inventory as of the close of business at December 31 and "cuts off’' 
as of that date, the inventory taking, however, is not completed for several 
days thereafter Describe your auditing procedures with respect to the re¬ 
lated incoming and outgoing material records 

13 The Maysville Car Company contracted to build 100 similar railroad cars 
for a certain railway company The contract price was $300,000, and each 
car was to be paid for at the date of delivery or within ten days thereafter 
At the date of the audit, total charges to Work in Process, under the con¬ 
tract, amounted to $249,600, B0 cars had been delivered, and 60 were paid 
for The remaining 20 cars were 80 per cent completed 

You are required to prepare a program for the verification of the Work in 
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Process account. You also are to state the manner in which the data should 
be shown in the balance sheet and in the income statement. 

14. In the course of an audit of the accounts of a brewery, it is discovered that 
bottle deposits and barrel deposits are billed to the customer as a part of 
the total sales price, with no indication in the billing that the deposits will 
be refunded upon the surrender of the bottles and barrels. When the cus¬ 
tomer returns bottles or barrels, the brewery purchases these items for the 
same amount originally added in order to obtain the total sales price and 
records the return as a purchase. The inventory of the containers on hand is 
carried as a current asset. In such a situation, what advice would you offer a 
client? 

15. If an auditor had followed all accepted auditing procedures for the verifica¬ 
tion of inventories, if he were convinced that the inventories were correct, 
and if he considered himself to be in a position whereby he could render an 
unqualified report, would it be advisable for him to request an inventory 
certificate from the client? 

16. During the audit of the records of the Johnston Company for the year 
ended December 31, 1951, the auditor was presented with the following 
information: 

The finished goods inventory consisted of 22,000 parts, carried at {17,- 
600. 

The finished goods inventory at the beginning of the year consisted of 
24,000 parts, correctly valued at {16,800. During 1951, 4,000 units were 
manufactured at a cost of $3,600; and 6,000 units were sold. 

Determine the correct value of the December 31, 1951, inventory of 
finished goods, using the first-in, first-out method. Assume that there was no 
work-in-process inventory. Prepare the necessary adjustments. 

17. The Underfoot Corporation had a debit balance iq its Applied Overhead 
account. When the books were closed for the year 1951, the balance of this 
account was closed to Work in Process and to Finished Goods, in the pro¬ 
portion of each to the total. Do you consider the procedure to be correct or 
incorrect? 

18. You are engaged in an audit of the records of the Amberly Company for the 
fiscal year ended October 31, 1951, and have observed the taking of the 
physical inventory of the company on that date. 

All merchandise received up to and including October 30, 1951, has been 
included in the physical count. The following lists of invoices are for pur¬ 
chases of merchandise and are entered in the Voucher Register for the 
months of October and November, 1951, respectively: 
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Amount 


October, 1951 
$ 3,000 
2,200 
925 
3,975 
2,500 
1,025 
B,600 
10,251 
3,457 

November , 1951 
$ 1,000 
3,120 
5,350 
4,500 
6,040 
7,530 
5,000 


F.O.B. 


Destination 
Destination 
Shipping point 
Shipping point 
Destination 
Shipping point 
Shipping point 
Destination 
Destination 

Destination 
Destination 
Shipping point 
Shipping point 
Shipping point 
Shipping point 
Destination 


Date of 
Invoice 


October 20 
October 21 
October 20 
October 26 
November 3 
October 26 
October 26 
October 21 
October 28 


October 29 
October 30 
October 2B 
November 1 
October 26 
October 28 
October 2B 


Date Merchandise 
Received 


October 22 
October 23 
October 30 
November 5 
October 29 
October 30 
October 30 
October 30 
October 30 


November 5 
October 31 
October 30 
October 30 
November 5 
November 4 
November 4 


No perpetual inventory records are kept, and the physical inventory is to 
be used as a basis for the financial statements. 

a) What adjusting journal entries would you suggest in view uf the facts 
adduced? 

b) What adjustments, if any, would you suggest to the physical inventory 
as originally taken? 



* 

INVENTORY RESERVES AND INVENTORY 
PRESENTATION 


Inventory Reserves 

As stated in the preceding chapter, reserves may be created for losses on 
obsolete inventories and for possible losses on purchase commitments. In 
addition, reserves may be created (a) for the difference between cost and 
market, if Inventory is not credited directly, when the market price at the 
balance sheet date is below cost; and ( b ) for anticipated losses in the new 
accounting period when it is expected that market prices may continue to 
decline. 

The first type is a valuation reserve created by a charge to Loss on In¬ 
ventory Decline and a credit to Reserve for Loss on Inventory Decline. The 
charge is an expense, to be shown in the "other expense" section of the in¬ 
come statement; and in the balance sheet the reserve is subtracted from the 
cost of the inventory. It is perfectly permissible to credit the Inventory ac¬ 
count directly and not create the valuation reserve. 

The second type of reserve is created for anticipated future losses and is 
established by a charge to Retained Income and a credit to the Reserve for 
Anticipated Future Declines in Inventory account. 

A reserve procedure which has as its purpose the equalizing of income 
should never be followed; costs and losses should be matched against ap¬ 
plicable revenues, in accordance with good accounting theory and with the 
pronouncements of Accounting Research Bulletin No. 31, issued by the 
American Institute of Accountants. 

In the first case, above, where a valuation reserve is created by an expense 
charge to cover a decline from cost to market, the reserve should be charged 
and the Inventory account credited upon the disposition of the inventory. 
This is a somewhat awkward procedure, and unnecessary work is avoided 
if the Inventory account is directly reduced to the lower of cost or market 
at the balance sheet date. 

In the second case, where a reserve is created from retained income for 
future anticipated declines, if the decrease in replacement cost takes place 
in the succeeding accounting period, the expense account—Loss on Inventory 
—should be charged, with an offsetting credit to the Inventory account or to 

310 
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the Reserve for Loss on Inventory account. The Reserve for Anticipated 
Future Declines in Inventory account should not be charged when a loss 
occurs, because such a procedure would result in failure to disclose the loss 
as an expense of the proper period. After the Reserve for Anticipated Future 
Declines in Inventory account has fulfilled its purpose, it should be returned 
to Retained Income, not to Income. Working papers, as shown in the Illustra¬ 
tive Audit, may be prepared for declines in inventory prices. These papers 
should be prepared at the time prices arc being tested. 

Inventory Comments in the Accountant's Report 

In order to issue a report without qualifications, the auditor must observe 
all auditing procedures regarded as acceptable practice. With respect to in¬ 
ventories, the issuance of an unqualified report would mean that the auditor 
has examined all inventory records for clerical accuracy, tested quantities, 
compared the records with physical amounts, examined the pricing, and ob¬ 
served the taking of the inventory or participated therein. 

Any deviations from the recommended procedures should be specifically 
stated as exceptions. To quote from Statements on Auditing Procedure, No. 
12, of the American Institute of Accountants: "Accordingly, the committee 
on auditing procedure hereby recommends that hereafter disclosure be re¬ 
quired in the short form of independent accountant’s report or opinion in all 
cases in which the extended procedures regarding inventories and receivables 
are not carried out, regardless of whether they are practicable and reasonable, 
and even though the independent accountant may have satisfied himself by 
other methods.” 

If the auditor includes no exceptions in his report, the assumption should 
be that he has performed all work necessary and all work considered to be 
acceptable practice. If exceptions are included, they must be clearly ex¬ 
pressed as such and must be clearly distinguished from informative com¬ 
ments. 

ILLUSTRATION. A part of the scope section might read as follows: 

"Our examination was conducted in accordance with generally ac¬ 
cepted auditing procedures considered appropriate in the circumstances, 
except as stated in the following paragraph: 

"Auditing tests and checks of accounts and records concerning in¬ 
ventories have been made, but upon instructions of the company we 
have not applied the generally accepted auditing procedures of attend¬ 
ance at the physical count of the inventories; nor have physical tests of 
inventories been made under our observation” (from Statements on 
Auditing Procedure, No. 3). 

If the basis of pricing the inventory has changed during the year, such 
changes and their effect upon income should be explained. 

ILLUSTRATION. Such a section might be expressed as follows: 

"During the year ended December 31, 1951, the company adopted 
the Lifo method of determining the cost of inventory. As a result, the 
net income for the year 1951 was $ 10,000 less than it would have been 
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had the change from Fifo to Lifo not been made. In our opinion, the 
change is justified, based upon the fact that, by the use of this method, 
cost of sales figures will reflect current market prices for raw material 
usage." 

If all accepted auditing procedures have been followed in connection 
with the examination of the inventories, it may be considered desirable to 
describe the scope of the inventory examination in a separate paragraph of 
the report. 

ILLUSTRATION. Such a paragraph might be worded as follows: 

"We have tested quantities, prices, and the clerical accuracy of in¬ 
ventory computations; we have obtained written representations from 
responsible officials of the company as to title, quality, quantity, and 
pricing. The inventories were taken under our observation, and we are 
satisfied that the inventory prices expressed in the financial statements 
are fair and proper.” 

Quotations from selected portions of Rules 2-02 and 3-07 of Regulation 
S-X of the Securities and Exchange Commission are presented. The reader 
will readily determine their relationship to inventory procedure require¬ 
ments. The following excerpt is from Rule 2-02: 

b) The accountant’s certificate 

(i) shall contain a reasonably comprehensive statement as to the scope 
of the audit made including, if with respect to significant items in the 
financial statements any auditing procedures generally recognized as 
normal have been omitted, a specific designation of such procedures 
and of the reasons for their omission; 

(ii) shall state whether the audit was made in accordance with generally 
accepted auditing standards applicable in the circumstances; and 

(iii) shall state whether the audit made omitted any procedure deemed 
necessary by the accountant under the circumstances of the particular 
case. 

c) The accountant’s certificate shall state clearly 

(i) ... 

(ii) the opinion of the accountant as to any changes in accounting prin¬ 
ciples or practices, or adjustment of the accounts, required to be set 
forth by rule 3-07; and 

(iii) the nature of, and the opinion of the accountant as to any significant 
differences between the accounting principles and practices reflected 
in the financial statements and those reflected in the accounts after the 
entry of adjustments for the period under review. 

d) Exceptions 

Any matters to which the accountant takes exception shall be clearly 
identified, the exception thereto specifically and clearly stated, and, to the 
extent practicable, the effect of each such exception on the related finan¬ 
cial statments given. 

Rule 3-07. Changes in Accounting Principles and Practices. 
If any significant change in accounting principle or practice, or any 
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significant retroactive adjustment of the accounts of prior years, has been 
made at the beginning of or during any period covered by the profit and 
loss statements filed, a statement thereof shall be given in a note to the 
appropriate statement, and, if the change or adjustment substantially af¬ 
fects proper comparison with the preceding fiscal period, the necessary 
explanation. 

Working Papers 

Several types of working papers are accumulated during the examination 
of the inventories. These schedules must show completely the amount and 
kind of work performed in connection with the inventory and must also 

Illustration 37 

TEST OF INVENTORY QUANTITIES 


INWOOD COMPANY 
Schedule of Inventory Quantity Tests 
December 31, 1951 

Prepared by_ 

Date_ 

Reviewed by_ 

Date_ 




Company 

Auditor 

Auditor 


Item 

Unit 

Refer- 

Quan- 

Quan- 

Over 

Under 

Remarks 



ence 

tity 

tity 

Client 

Client 


Part No. 86 

Ea. 

Sheet 4 

8,300 

8,300 




Part No. B7 

Ea. 

Sheet 5 

10,100 

11,100 

1,000 


Auditor’s count O.K. 

Part No. 121 

Ea. 

Sheet 6 

7,200 

7,200 




Part No. 246 

Ea. 

Sheet 7 

6,BOO 

6,200 


600 

Auditor's count O.K. 

Part No. B62 

Ea. 

Sheet B 

2,400 

2,400 







34,800 

35,200 




Inventory price of parts tesred . 

. $104,400 




Inventory price of all parts. . 

. $348,000 




Percentage tested. 



. .. 30% 





contain full written descriptions of the work, as well as general comments 
of client personnel made during the course of the audit. A few working 
papers are given at this point (see Illustrations 37, 38, and 39); additional 
papers appear in the Illustrative Audit. 

The working papers demonstrated may be prepared in connection with 
the audit of any inventory. Those presented are only suggested forms, since 
each individual audit must be provided for according to the requirements of 
the engagement, the types of inventories, and the amount of work to be 
done. On some audits, certain of the working papers shown may not be used. 
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Illustration 38 

TEST OF INVENTORY PRICES 


INWOOD COMPANY 

Schedule of Inventory Price Tests—Purchased Items 
December 31, 1951 

Prepared by_ 

Date__ __ 

Reviewed by _ __ __ 

Date_ 






Com- 

Market Price 


Item 

Reference 

Unit 

Quan¬ 

tity 

pany 

Price 

Source 

Amount 

Remarks 

Part No. 

Sheet 29 

Ea. 

7,000 

$4-90 

Vendor 

$4.60 

Change inventory 

Part No. 

Sheet 30 

Ea. 

2,100 

2.BO 

Vend 01 

3-00 


Part No. 

Sheet 31 

Ea. 

12,200 

3.60 

Broker 

3-50 

Change inventory 

Part No. 

Sheet 32 

Ea. 

6,800 

8.23 

Vendor 

8.50 


Part No. 

Sheet 33 

Ea. 

1,100 

5 00 

Vendor 

4.75 

Change inventory 

Part No. 

Sheet 34 

Ea. 

11,500 

1.05 

Vendor 

1.10 


Parc No. 

Total pares 
tested 

Total parts 
Percentage 
tested 

Sheet 35 

Ea. 

16,000 

56,700 

141,750 

25% 

2.00 

Vendor 

2.00 



On large audits the number of working papers for inventories may run into 
the hundreds. 

Auditors Legal Responsibility for Inventories 

With respect to legal responsibilities, British courts have held that if the 
auditor obtained an inventory certificate from the client and reported the 
submission of such a certificate in the balance sheet, he was not responsible 
for the inventory. This ruling was established in the Kingston Cotton Mill 
Company case, in which the evidence disclosed that the inventory values and 
quantities were overstated. The court held the auditors not to be negligent 
on the basis of the certification obtained from the client. 

Under common law in the United States, it has been generally held that 
accountants are liable to third parties for the practice of fraud; liability for 
negligence is limited to the client based upon the privity of contract be¬ 
tween the auditor and his client. The following cases and court decisions 
set forth these general rules. 

In the case of Landell v. Lybrand (264 Pa. 406, 107 Atl. 783, 8 A.L.R. 
461), in 1919, the plaintiff purchased capital stock in a company whose 
records had been audited by the defendants. The report of the auditor had 
been shown the plaintiff by an outside party, and the plaintiff had relied 
upon that report. In his suit the plaintiff charged the accountants with 
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Illustration 39 

TEST OF INVENTORY PRICES 


INWOOD COMPANY 

Schedule of Inventory Price Tests—Manufactured Items 
December 31, 1951 

Prepared by-- 

Date_ — - 

Reviewed by _ _ _ 

Date - — — 



Inven¬ 

tory 

Quan¬ 

tity 



Client Price 



Market Price 


Item 

Unit 

Ma¬ 

terial 

La¬ 

bor 

Over¬ 

head 

Total 

Ma¬ 

terial 

* *r 

Over¬ 

head 

Tutal 

Remarks 

A 

10,000 

Ea 

$4 00 

$2 00 

$4 00 

$10 00 

$4 00 

$1 40 

$2 80 

$ 8 20 

Reduce in- 

D 

2,000 

Ea 

6 00 

4 00 

B 00 

18 00 

7 00 

4 00 

8 00 

19 00 

ventory 

C 

12,000 

Ea 

2 00 

2 00 

4 00 

B 00 

2 00 

2 20 

4 40 

6 60 


D 

B,000 

Ea. 

3 00 

1 75 

3 50 

8 25 

3 00 

1 75 

3 50 

8 25 


E 

5,000 

Ea 

7 00 

2 00 

4 00 

13 00 

B 00 

l 5r 

3 00 

12 50 

Reduce in¬ 
ventory 


37,000 























Inventory prue of items rested $ 342,500 

Inventory price of total items $1 490,000 

Percentage tested 25% 


Checked against vendor confirmation 

Checked against woik repoics 

Checked against aLtual overhead distribution 


negligence and carelessness. The Supreme Court of Pennsylvania ruled that 
the accountants had no liability to the plaintiff, because there was no con¬ 
tract between them. 

In similar manner the United States Circuit Court of Appeals, in the 
case of O'Conner v. Ludlum {92 F. [2d] 50), in 1937, ruled as follows: 
"Since there was no contractual relationship between the plaintiff and the 
defendant, liability (to a third party) could be imposed only for fraud; a 
mistake m the balance sheet, even if it were the result of negligence, could 
not be the basis of a recovery." 

In the case of Vltramares v. Touche (255 N.Y. 170, 174 N.E. 170), in 
1931, the plaintiff was a third party who had relied upon the report of the 
auditors. The case was based upon misrepresentation of accounts receivable, 
but the case would be no different had the alleged misrepresentations in¬ 
volved inventories. There were two charges: {a) misrepresentations that 
were the result of negligence and ( b ) misrepresentations that were alleged 
to be fraudulent. The certified balance sheets in the case were used for credit 
purposes. From the following excerpt, quoted from the court decision, it is 
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apparent that the liability of the accountant was limited to the client, for 
negligence, but that the accountant may be held liable to third parties for 
fraud. The excerpt from the court decision is as follows: 

To creditors and investors to whom the employer [client] exhibited the cer¬ 
tificate, the defendants owed a like duty to make it without fraud, since there 
was notice in the circumstances of its making that the employer did not intend 
to keep it to himself. A different question develops when we ask whether they 
[the defendants] owed a duty to the creditors and investors to make it without 
negligence. If liability for negligence exists, a thoughtless slip or blunder, the 
failure to detect a theft or forgery beneath the cover of deceptive entries, may 
expose accountants to a liability in an indeterminate amount for an indeterminate 
time to an indeterminate class. 

The court went on to say that the opinion of an expert may be fraudulent 
if the basis of the opinion is such that there was no sound belief in support 
of the opinion; also, if there was a statement of fact in the certificate, 
whether believed to be true or untrue, the accountants are liable for deceit, 
that is, fraud, in the event that the statement of fact is false. 

In the case of the State Street Trust Co?npany v. Ernst (278 N.Y, 104, 
704, 15 N.E. [2d] 416, 16N.E. [2d] 851, 120 A.L.R. 1250), in 1938, the 
same rules were followed. A quotation from the court follows: 

We have held that in the absence of contractual relationship or its equivalent, 
accountants cannot be held liable for ordinary negligence in preparing a certified 
balance sheet even though they are aware that the balance sheet will be used to 
obtain credit. Accountants, however, may be liable to third parties, even where 
there is lacking deliberate or active fraud. A representation certified as true to 
the knowledge of the accountants, when knowledge there is none, a reckless mis¬ 
statement, or an opinion based on grounds so flimsy as to iead to the conclusion 
that there was no genuine belief in its truth, are all sufficient upon which to base 
liability. A refusal to see the obvious, a failure to investigate the doubtful, if 
sufficiently gross, may furnish evidence leading to an inference of fraud so as to 
impose liability for losses suffered by those who rely on the balance sheet. 

Under the Securities Act of 1933 and the Securities Exchange Act of 
1934, the liabilities of the accountant are greater than in preceding cases 
at common law if it is later proved that negligence prevailed when the 
statements were prepared—with respect to inventories or any other item. 

The Securities Act makes the following provision: 

In case any part of the registration statement, when such parr became effective, 
contained an untrue statement of a material fact or omitted to stare a material 
fact required to be stated therein or necessary to make the statements therein not 
misleading, any person acquiring such security (unless it is proved that at the 
time of such acquisition he know of such untruth or omission) may, either at 
law or in equity, in any court of competent jurisdiction, sue . . . 

The Securities Act also provides that the burden of proof is upon the 
accountant to show that "he had, after reasonable investigation, reasonable 
ground to believe and did believe, at the time such part of the registration 
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statement became effective, that the statements therein were true and that 
there was no omission to state a material fact required to be stated therein 
or necessary to make the statements therein not misleading.” 

The Securities Exchange Act provides for burden of proof on the ac¬ 
countant as follows: 

As regards any part of the registration statement purporting to be made on the 
authority of an expert (other than himself) or purporting to be a copy of or ex¬ 
tract from a report or valuation of an expert (other than himself), he had no 
reasonable ground to believe and did not believe, at the time such part of the 
registration statement became effective, that the statements therein were untrue 
or that there was an omission to state a material fact required to be stated therein 
or necessary to make the statements therein not misleading, or that such part of 
the registration statement did not fairly represent the statement of the expert 
or was not a fair copy of or extract from the report or valuation of the expert. 

The Securities Exchange Act, with respect to the recovery of damages, 
provides that if the accountant "proves that any portion or all of such 
damages represents other than the depreciation in value cf such security 
resulting from such part of the registration statement, with respect to which 
his liability is asserted, not being true or omitting to state a material fact 
required to be stated therein or necessary to make the statements therein not 
misleading, such portion of or all such damages shall not be recoverable.” 

The Securities Exchange Act sets forth the liability for statements which 
may prove to be misleading, as follows: 

Any person who shall make or cause to be made any statement in any ap¬ 
plication, report, or document filed pursuant to this title or any rule or regulation 
thereunder or any undertaking contained in a registration statement as provided 
in subsection ( d) of section 15 of this title [Title I, Sec. 18], which statement 
was at the time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact, shall be liable to any person 
(not knowing that such statement was false or misleading) who, in reliance 
upon such statement, shall have purchased or sold a security at a price which was 
affected by such statement, for damages caused by such reliance, unless the per¬ 
son sued shall prove that he acted in good faith and had no knowledge that such 
statement was false or misleading. A person seeking to enforce such liability may 
sue at law or in equity in any court of competent jurisdiction. In such suit the 
court may, in its discretion, require an undertaking for the costs of such suit and 
assess reasonable costs, including reasonable attorney’s fees, against either party 
litigant. 

Thus, the legal hazards of the profession are ever increasing, with a 
constantly disappearing line of demarcation between liability for fraud and 
liability for negligence. 

Financial Statement Presentation 

Inventories are classified as current assets in the balance sbeet. Supplies 
are sometimes treated as prepaid expenses and, more normally, as inventory, 
particularly if the supplies are used in manufacturing. Construction materials 
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of significant amounts should not be considered current if they are for 
construction in a period beyond the normal operating cycle. 

Because differences in pricing methods result in different total dollar 
amounts, and also because the determination of total inventory amounts 
requires judgment, the basis of pricing the inventories—Fifo, Lifo, etc.— 
should be clearly set forth in the balance sheet. When the method of 
pricing the inventory has been changed, the financial statements should 
carry a footnote explaining the change and indicating the effect of the 
change on income for the period. 

When financial statements are filed with the Securities and Exchange 
Commission, the method of determining cost and market must be disclosed; 
in other than S.E.C. practices, this disclosure is not considered necessary. 

When money is borrowed and inventory pledged as security, the amount 
of inventory pledged should be stated in the balance sheet. The liability 
should appear among the balance sheet liabilities. The amount borrowed 
on the inventory may take the form of bank loans or advances by customers, 
factors, and finance companies. 

If the valuation reserve method is employed to show inventory reduc¬ 
tions, the reserve may or may not be shown in the balance sheet; common 
practice is to not show it but to present the inventory at the net figure. How¬ 
ever, if the valuation reserve happens to be based on judgment and not on 
actual computation, the reserve should be set forth. 

If the reserve represents an appropriation of retained income for future 
anticipated price declines, it must be shown in the capital or reserve section 
of the balance sheet—and not as a reduction of the inventory. 

Reductions from cost to market should be shown in the "other expense” 
section of the income statement, so that the cost of sales is accurately 
presented. Some accountants believe that this procedure should be followed 
only if the reduction is significant and if it is non-recurring. 

Standards No. 14, No. 15, and No. 16 

Based upon the auditing procedures set forth and developed in this 
chapter and in Chapter II the following standards for inventories are 
presented: 

No. 14. "If it is practicable and reasonable to do so, the auditor should 
be present at the taking of the inventory and observe the procedures fol¬ 
lowed in order to satisfy himself that the quantities reflected in the inventory 
are on hand. The auditor should be certain of the accuracy of the clerical 
work in the summarization of the inventory with respect to unit-price ap¬ 
plication, extensions, and footings.” 

No. 15. "By proper testing, the auditor should satisfy himself that the 
inventory is priced on a recognized basis; and, if the same basis was not 
used in the preceding period, the effect of the change should be shown in 
the financial statements. Proper consideration must be given to obsolete and 
slow-moving goods.” 
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No. 16. "The auditor must determine that the treatment of inventory 
reserves has been proper and that charges and credits to those reserves are 
in accordance with recognized accounting practices and are not made for the 
purpose of altering income.” 

Infernal Control Quesf/onna/re for Inventories 

Illustration 40 presents an internal control questionnaire for inventories. 

QUE5TION5 AND PROBLEMS 

1. During the course of the audit of the Omena Company for the fiscal year 
ended June 30, 1951, the following situation was revealed: 

On June 19, 1951, the Omena Company had placed a purchase order with 
the Brevier Company for merchandise at a cost of $85,000. The merchandise 
was not manufactured to a special order for the Omena Company but was 
standard merchandise normally handled and available for sale by the Brevier 
Company. The merchandise had not been received by the Omena Company 
at June 30, 1951. 

a) Under what conditions should the Omena Company show the $85,000 
as a liability on its balance sheet as of June 30, 1951? 

b) Under what circumstances is it proper for the Omena Company to omit 
the $85,000 as a liability on its balance sheet as of June 30, 1951? 

c) Explain how the $85,000 should be treated, if at all, on the balance sheet 
of the Omena Company as of June 30, 1951, if it is not shown as a 
liability. 

Present reasons for your answers to each part of the question. 

2. The A Company has three factories, X, Y, and Z, located in three different 
cities. Work in process and finished goods are shipped between the three 
factories, and when the goods are shipped, they are billed to the receiving 
factory at 10 per cent above cost. Transportation costs also are added to the 
cost of the goods when received by the factories in interfactory traffic. Is the 
procedure of billing above cost correct when the value of the inventory is 
to be determined for audit purposes? Should the transportation costs be 
added to the inventories? 

3. In the preparation of a balance sheet, state how the following items should 
be shown: 

a) Merchandise held on consignment 

b) Merchandise received but not entered on the records 

c) Merchandise sold, to be delivered in the future 

d) Merchandise ordered but not received 

4. The Novelty Importing Company received a shipment of goods from London 
on December 26 , 1951, and recorded the inventory and the liability therefor 
as of that date. The bill was paid on January 15, 1952; because of exchange- 
rate fluctuations, the account was liquidated for $5,000 less than the recorded 
liability. The exchange rate began fluctuating on January 2, 1952; and the 
audit of the company was started on January 4, 1952. What provisions should 



Illustration 40 


INTERNAL CONTROL QUESTIONNAIRE 

Inventories 

Yes 

No 

Not 

Applir ihle 





1 Arc the inventoried under the tontrnl of a storekeeper? 




2 Are perpetual inv rntor\ records m untamed for 




a) Raw materials? 




W irk in pr >cess? 




c) Finished grinds? 




d) h actorv supplies? 




3 Are ill items purrhased delivered in i st ires department? 




4 An dtlivirits from stores made on requisition onlv? 




5 Arr the stores records maint lined by employees who are independ 




ent of the storekeepers? 




6 Are perpetual invent iry records verified hy physic il count at It ant 




once evtry twelve months? 




7 Are diBLrepaiiLirs betweeu perpLlu il ill vein r\ records tnd physical 




count proprrly invesiigatt d ippm ed and accounted for? 




8 Are scrap Biles and strip initerialti invLntoriLs properly controlled? 




y Are obsolete goods d imaged goi ds sir w moving items, ind cxlcb 




sivc quantities pt riodit ill\ reported to a responsible person? 




ID. Are the following items accounted for properly 




4) Consignments in? 




b) Consigninmis-out? 




c ) Cioods in warehouses? 




d) CUD goods? 




e) Relurmhle containers? 




J) Materuls Liul with Riipplu TK huI i ntr ilL irB etc? 




11 Are profits on consignments taken up m tin proper period? 




12 When factory s ipplies are chargid It espense is then adequate 




physu dl contri 1 over utilise d items? 




13 Arc written instructions proprrly prepared wliLn inventory is to 




be l minted? 




14 Do employees (.mounter trouble m identifying in\ entmics propelly 




at the tmiL of Lounl ? 




IS Are inventory luunts checked by persons independent of those in 




charge of the inventory records? 




16 Are inventory l mni tigs sheets etc jr ptrly Lontr illi l 1 aftei tlic 




count? 




17 Is theie proper Lutoff of invent m receipts and disbursi ments? 




IS Is tlic physical arrangrincnt uf the inventory satisfactory? 




19 In taking an inventory, is the f illowing clerical work mdcpi ndeutly 




verified — 




a) Quantity transfers to inventory summaries? 




b) Prices applied to tin cuinl? 




c) Lxtensi ms? 




d) Footings? 




e) Units used in (a), (b), and U)? 




2D. If there is a ci it system 




a) Ib it a part nf the bcncral Ledger? 




b) Does it result in properly pricing inventories? 




c ) Does it cuircntlv tnd properly cost sales? 




21 Is insurance cm erage idequate? 

Prepared by 
i Date_ 





Reviewed bv 

Date 



1 
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be made in the December 31, 1951, statements for possible exchange fluctua¬ 
tions, and what changes should be made in the valuation of the inventory? 

5 Your client is considering changing his method of inventory valuation from 
Fifo to Lifo State what advice )ou might offer wun respect to the following 

a) If the change in methods is to be made as of January 1, what change is 
required in the valuation of the inventory at that date? 

b) If the Lifo method of inventory valuation is used during the year, what 
values attach to the quantities in the inventory on hand at December 31 
which are in excess of the quantities in the inventory on hand at 
January 1? 

c) How may the December 31 inventory on hand be valued for purposes of 
financial statements if the market value at such date is lower than the 
Lifo cost? 

6 Early in June, 1951, a dealer in wheat contracted to buy 500,000 bushels of 
wheat at $2 10 per bushel, delivery was to be spread over the period from 
July 1 to December 31, 1951 On the June "0 1951, balance sheet of the 
dealer, how should the wheat be treated (a) if the marker at that date had 
fallen to $1 95 per bushel or ( h) if the market at that date had risen to 
$2 30 per bushel? 

7 You were auditing the books of the Spark Electrical Contracting Company 
for the year ended December 31, 1951 At that date there were several un¬ 
completed contracts How would you audit the uncompleted contracts? 

8 State the steps you would take to obtain a substantial verification of the book 
balance of the physical quantities of inventories in each of the following 
cases 

a) A large, outdoor pile of coal 

b ) Grain in an elevator 

c) A large quantity of nails, dumped in a bin, the book inventory being 
carried in pounds 

The book balances are obtained as the result of a continuous record of 
receipts, withdrawals, and arithmetically computed balances 

9 Prepare the necessary adjustments for the following conditions on the books 
of the Ivan Company as of December 31, 1951 

a) The Parker Company was billed for $1,000 on December 31, 1951 
The invoice was included as a sale at that date The goods were not 
shipped until January 5, 1952, they were not deducted from the De¬ 
cember 31, 1951, inventory 

b) Goods that cost $2,000 were included in the December 31, 1951, in¬ 
ventory and were included in the accounts payable of that date The 
goods were received on January 6, 1952, and $500 of the goods were 
returned on January 7, 1952 

c) Goods that cost $3,000 were received on December 31, 1951, and were 
included in the ending inventory No entry was made for purchases or 
accounts payable 

d) Merchandise that cost $4,000 had been shipped to the Ivan Company, 
FOB shipping point The invoice was received on December 31, 1951. 
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No entries appeared, and the merchandise was not received on Decem¬ 
ber 31, 1951. 

10. Your client, a large department store, requested information concerning the 
retail method of inventory. You are requested to answer the following three 
questions: 

a) What is the retail method of inventory? 

b) What are its advantages over the present system of valuing inventory at 
the lower of cost or market? 

c) Will the method be of any advantage in the preparation of the annual 
corporation federal income tax and excess profits tax returns? 

11. Retail chain grocery companies charge the inventory to each store at retail 
and credit cash sales to the store. Periodically, main office men take a physical 
inventory of the stores in order to check the accuracy of the store managers. 
How would you audit the store inventories in a balance sheet audit of a 
chain grocery company? 

12. A client operated a chain of twelve retail drug stores. A central warehouse 
and office, where all accounting was performed, also were maintained. The 
perpetual inventory records, maintained at the central office, are kept in 
terms of unit quantity, total quantity, unit cost price, total cost price, unit 
sales price, total sales price, and warehouse or retail-store location. The in¬ 
ventories, both warehouse and store, were taken by company employees un¬ 
der the supervision of the independent auditor, who had prepared the in¬ 
ventory-taking instructions. 

The inventories were taken on serially numbered, duplicate perforated 
tags. The inventory crews worked in teams of two; one member entered the 
description and count of the items on the top portion of the perforated in¬ 
ventory tag; the second member verified the description and count of the 
items in the lower portion of the tag and then compared his recording with 
that of the first member. 

The auditor and his assistants tested the inventories at the central ware¬ 
house and at the retail stores; and, after being satisfied with the accuracy of 
the inventory descriptions and physical counr, they ordered the lower por¬ 
tion of the tags removed and returned to the central office. At the central 
office the description and count were transferred to classified inventory 
sheets. The items then were priced at the lower of cost or market, reduced 
for damaged or obsolete merchandise, and extended and footed. The classi¬ 
fied inventory sheets then were transferred to inventory summary sheets and 
totaled by company employees. 

Under the circumstances outlined, as auditor, what procedure would you 
follow to verify the inventory? 

13. The Chestnut Manufacturing Company priced its finished goods inventory 
on the basis of average yearly production cost and its raw material inventory 
on the basis of first-in, first-out cost. Because of continuous fluctuation in the 
market price of the basic raw material used, the management proposes to 
change its inventory valuations from the cost basis to the basis of the lower 
of cost or market. 



Ch. 12] INVENTORY RESERVES; INVENTORY PRESENTATION • 323 

The company inventories at the beginning and end of 1951 were as 
follows: 


Raw materials: Jan 1 Dec. 31 

Tons on hand . 2,000 1,000 

Book value on Fifo basis.$53,000 $22,500 

Market price per ton .$ 20 $ 30 

Finished goods: 

Tons on hand. 750 900 

Bode value, at average yearly cost.$38,000 $36,000 

Market price per ton .$ 50 $ 55 


Costs other than raw materials have remained constant throughout the 
year. In 1951, 19,000 tons of raw material were purchased at a total cost of 
$400,000. Shrinkage and waste in the manufacturing process amount to 25 
per cent of the materials used. 

The management requests that you show the result of changing from one 
basis to the other. 

Prepare a comparative statement showing (a) the present and revised 
values and costs, and the effect of the proposed change upon the balance 
sheet at December 31, 1951, and (b) the entrv that would bring the books 
into agreement with the new plan, if adopted. 

14. During the audit of the records of the Dexter Company for the six months 
ended June 30, 1951, the following facts were disclused: 


Raw material inventory, January 1, 1951 .$ 3,600 

Raw material purchases.26,615 

Direct labor .... ... . 30,000 

Manufacturing overhead applied (120 per cent ol direct labor) . . 36,000 

Underapplied manufacturing overhead 300 

Finished goods inventory, January 1, 1951 . 6,200 

Selling expenses . . . 30,300 

Administrative expenses. . 43,200 


Your examination of the records discloses the following additional in¬ 
formation bearing on the preceding facts 

1. Purchases of raw materials were as follows: 


Month 

Units 

Unit Price 

Amount 

January 

1,100 

$4 B5 

$ 5,335 

February 

900 

5 00 

4,500 

March 

500 

4 90 

2,450 

April 

700 

5 00 

3,500 

May 

900 

5 10 

4,590 

June 

1,200 

5 20 

6,24D 




$26,615 


The purchases made in January (as given) do not reflect a vendor’s reduc¬ 
tion memo of $450. 

2. Data with respect to quantities are as follows: 
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Explanation 

Units 

1-1-51 

6-30-51 

Raw material 

700 

Note A 

Work in process (BO per cent completed) 

0 

500 

Finished goods 

300 

BOO 

Sales, 4,100 units 




Note A Raw materials are issued at the beginning of the manufacturing process and 
during the six-month period it may be assumed that no returns, spoilage, or waste occurred 
Lai.h unit of finished goods contains one uml of raw material 


3 On June 30, 1951, a 5 per cent increase in all direct labor payable, 
retroactive to January 1, 1951, was agreed upon between the company and 
the employees’ union The 5 per cent wage increase had not been accrued 
in the records, although an equivalent amount of cash had been set aside in 
escrow for the employees by the company 

From the preceding information, you are to prepare a statement of cost 
of goods manufactured and sold In the preparation of this statement, in¬ 
ventories are to be stared at cost as follows Raw materials, according to the 
first-in, first-out method of accounting, direct labor, at an average rate de¬ 
termined by correlating total direct labor cost with effective production 
during the period, and manufacturing overhead, at an applied rate of 120 
per cent of the direct labor rate 

15. You are conducting the audit of the Student Union Bookstore of the Uni¬ 
versity of Cincinnati for the fiscal year ended May 31, 1951 The Student 
Union Bookstore uses the retail method of accounting for its inventory The 
following classifications are used 


Classification Nd 

Items Included 

1 

Trade books (fiction) 

2 

Stationery (paper) 

3 

Fountain pens and pen-and pencil 


sets 

4 

Athletic goods 

5 

Pennants (doth and paper insignia) 

6 

Drawing equipment 

7 

Scientific equipment 

B 

Supplies (pencils, paints, etc ) 

9 

Textbooks 

10 

Candy 

11 

Tobacco and smoking supplies 

12 

Jewelry 

13 

Leather goods 

14 

Markdown goods 


The inventory was taken at retail on the night of May 31, 1951 The 
auditor was present and watched the work as it progressed, in certain in¬ 
stances, set forth later, he made his own independent counts and recorded 
them independently of the count and recording of the inventory crew. 
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The summary of the inventory sheets, as accumulated by store employees, 
was as follows 


Sheet 

Nos 

Inil 

Classi¬ 

fication 

No 

Items 

Retail 

Percentage 
of Markup 
on Retail 

Cost 

1- 10 

1 

Trade books 

$ 2,860 10 

20 per cent 

$ 2,288 0B 

11- 60 

2 

Stationery 

11,451 IB 

45 

6,29B 15 

61- 68 

3 

Fountain pens 

1,115 75 

40 

669 45 

69- 77 

4 

Athletic goods 

2,420 10 

35 

1,573 07 

7B- B4 

3 

Pennants 

751 50 

50 

375 75 

85- 99 

6 

Drawing equipment 

27,515 00 

40 

16,509 00 

100-111 

7 

Scientific equipment 

B,260 50 

40 

4,956 30 

112-129 

8 

Supplies 

6,111 80 

45 

3,361 38 

130-178 

9 

Textbooks 

75,861 75 

20 

60.6B9 40 

179-1B4 

9 a 

Consigned books 

B,34B 00 

20 

6,678 40 

185 191 

10 

Candy 

650 85 

40 

390 51 

192-19B 

11 

Tobacco and smoking 






supplies 

515 25 

40 

309 15 

199-203 

12 

Jewelry 

3,460 90 

40 

2,076 54 

204 210 

13 

Leather goods 

2.B61 40 

50 

1,430 70 

211 215 

14 

Markdown goods 

1,505 20 

0 

2,555 20_ 




$153,“>39 28 

2S 4 per rent 

$110,161 0B 

i _ 


A number of errors were discovered when the individuil retail inventory 
sheet extensions and footings were checked Errors in extensions were as 
follows 


Sheet Nd 

Line 

No 

Extended 

as 

Correct 

Extension 

B 

7 

$320 00 

$230 00 

80 

10 

4 00 

14 00 

191 

18 

47 00 

52 50 

200 

3 

36 80 

B0 63 

206 

19 

216 00 

274 20 


Errors in footings were as follows 


Sheet No 

Footed 

as 

CurrLLt 

Footing 

12 

$ 115 20 

$ 215 20 

65 

B6 00 

68 00 

142 

2,426 50 

3,206 B0 

195 

26 70 

22 20 

200 

B42 70 

8B6 20 


As a result of the testing of selected items of inventory by the auditor, 
the following information was obtained 







326 AUDITING: PRINCIPLES AND PROCEDURE 


[Ch.12 


Sheet 

No. 

Name of Item 

Sheet 

Count 

Correct 

Count 

Retail per 
Unit 

Id. 

Children's Anthology 

10 

6 

$ 7.50 

65. 

Parker “51" pen-and-pencil set 

19 

29 

19-75 

70. 

Insignia sweaters 

60 

48 

12.50 

86. 

Dietzgen drawing sets 

24 

20 

32.50 

131. 

Cost Accounting (NeuneO 

150 

120 

5.00 

205. 

Rico brief cases 

18 

21 

20.00 


In addition, the following information was obtained: 

1. An examination of pennants shows that 20 per cent of the retail inventory 
was not salable, due to out-of-date dated items (for example, "Class of 1948") 
and torn and shopworn paper items. 

2. All items in Classification 9 a were at the Medical College branch store and 
were held on consignment. 

3. Markdown goods constitute discontinued titles and other items priced to sell 
at cost or less tD the store, depending upon their condition and possibilities 
for sale. In the store's retail inventory records and cost records, these items 
are carried properly at zero value. In the inventory listing, above, the items 
are priced (retail) at May 31, 1951, sales prices, which are considered reason¬ 
able. 

4. In the stockroom of the store, there were two boxes of textbooks to be re¬ 
turned to the publisher, under the 20 per cent return privilege in effect with 
most publishing companies. These books were not included in the inventory 
count; their retail price was $300. 

From the information presented: 

a) Prepare audit working papers for the inventory, setting forth the proper 

items for inclusion in and exclusion from the inventory, proper retail 

prices, and proper cost prices by classifications and in total. 

b) Prepare all necessary adjusting journal entries. 
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INVESTMENTS 


Classification of Investments 

Investments may be securities of other companies or other assets not used 
directly in productive operations. Investments are classified as (a) temporary 
or current investments or (b) permanent or long-time investments. 

Temporary investments and permanent invenments are considered to¬ 
gether in this chapter because the auditing procedures are the same for 
both classes, although they appear in different sections of the balance sheet, 
and although different principles of valuation apply to each of the two 
classes. The form, the marketability, and the maturity of the investment are 
not necessarily the final indication of its classification as temporary or per¬ 
manent. 

Temporary Investments. Temporary investments are represented by 
marketable securities acquired when there is an excess of cash available 
over and above the current requirements of the business or by securities ac¬ 
quired as a reserve fund for emergencies. 

A temporary investment may take the form of high-grade stocks, bonds, 
mortgages, or notes. In all instances the nature of the temporary investment 
must be such as to make it liquid, that is, readily marketable. Thus, there 
are two fundamental tests of a temporary investment: 

1. It must represent the temporary investment of excess cqsh, with the 
intention of reconversion when the cash is needed, and 

2. It must be liquid and readily marketable at a definite price. 

In the balance sheet, temporary investments are classified as current as¬ 
sets, because they represent the temporary conversion of unrequired cash. 
Speculative securities must be avoided as temporary investments, for quick 
liquidity with no loss is highly desirable in temporary cash conversions. If 
temporary investments have lost their marketability, they should be im¬ 
mediately removed from the current asset classification, since they lack 
the liquidity necessary for current assets. 

Permanent Investments. Permanent investments are acquired for one or 
more of the following purposes: 
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1. To exercise control of subsidiary or affiliated companies (partially or fully) 

2. To yield a relatively permanent income 

3. To establish business relationships 

4. To create specific funds 

Permanent investments usually result from decisions concerning long-run 
business policies, and temporary investments are usually the result of excess 
cash balances. The permanent investment may or may not be readily 
marketable; marketability is not a prerequisite for a permanent investment. 

The purpose for which the investment originally was made must be con¬ 
sidered in determining whether it is temporary or permanent. Of course, 
what is originally a temporary investment may become permanent if the 
cash is not needed when normally expected and the investment is retained. 
In this case the intention and purpose have changed. 

Permanent investments are classed separately on the balance sheet as 
"investments.” 

Forms of Permanent Investments. Permanent investments may take the 
following forms: 

1. Preferred or common stock of other companies, representing a controlling 
interest or a minority interest 

2. Bonds of controlled or non-controlled companies 

3. Mortgages—chattel or real estate 

4. Notes 

5. Loans or advances to subsidiary companies 

6. Funds—sinking, stock redemption, endowment, pension, building, insur¬ 
ance, or other funds 

7. Fixed tangible or intangible assets not connected with the usual operation 
of the business 

8. Life insurance on officers, the company being the beneficiary 

9. Investments in partnerships 

The Auditor's Interest. The interest of the auditor in connection with 
the examination of investments is threefold. He is interested (a) in evidence 
of existence, (b) in ownership, and (c) in valuation. 

As pointed out in Chapter 7, cash and all securities must be controlled 
simultaneously by the auditor in order to prevent the covering of shortages 
in either cash or securities. 

INVESTMENTS IN CAPITAL STOCKS OF OTHER COMPANIES 

Audit Program for Investments in Capital Stocks 

The audit program for investments in capital stocks of other companies 
is as follows: 

1. Prepare a schedule listing all stock certificates. 

2. Exercise care in the examination of the stock certificates. 

3. Confirm stock certificates held by others. 

4. Obtain market prices and compare with cost or other price basis. 
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5. Vouch purchases and sales. 

6. Verify income from stocks. 

7. Separate securities held as collateral or otherwise. 

8. Watch for evidence of affiliation, and prepare consolidated financial state¬ 
ments when necessary. 

The procedures to be followed for investments in capital stocks are de¬ 
veloped in the following subsections. 

1. Prepare a Schedule Listing All Stock Certificates. After obtaining 
control of all cash and all securities, the auditor should prepare or obtain a 
schedule listing all stock certificates. The listing should be checked against 
the ledger accounts to ascertain that the two records are in agreement. This 
checking should "tie up" the certificates with the composition of the account 
balance, both as to amounts and as to specific items. 

ILLUSTRATION. A stock certificate indicating 100 shares of the com¬ 
mon srock of the A Company is on hand, and the ledger account indi¬ 
cates 100 shares of the common stock of the B Company. Investigation 
proves that originally 100 shares of B Company stock were purchased 
at $90 per share and later sold at $88 per share; with part of the pro¬ 
ceeds, 100 shares of A Company stock were purchased at $50 per share. 

No entries were ever made. The cash shortage was $3,800. 

While the operation of listing the stock certificates and comparing them 
with the ledger accounts is being performed, the auditor will obtain an 
impression of the valuation methods used in connection with the securities. 
Controlling and subsidiary accounts may or may not exist on the books of 
the client; if they do exist, they must be reconciled. 

Working papers should be prepared in a manner to effect adequate 
analysis and proper detail. It is advisable to use separate working papers 
for capital stocks, bonds, mortgages, and so on, for each of the security 
classes. Working papers for capital stock certificates are shown in Illustra¬ 
tion 41 and in the Illustrative Audit. 

2. Exercise Care in the Examination of the Stock Certificates . During 
the listing and examination of the stock certificates and other securities, a 
representative of the client should be present. In audits of trust companies, 
investment companies, brokerage firms, and banks, where it is impossible 
to complete the securities count and tabulation within a few hours because 
of the size of the portfolio, the securities must be broken into groups, 
sealed, and then examined and tabulated. Withdrawals from and additions 
to any group during the audit must be made in the presence of the auditor, 
who reseals the packages and makes notations on his working papers in 
accordance with the changes. In those concerns maintaining large portfolios 
of marketable securities, the auditor attempts to complete the count and 
tabulation at the balance sheet date by placing a sufficiently large number 
of persons on the task, in order to effect better control of the situation, and 
in order to avoid disrupting the normal operations of the client. 

If internal control over the securities is weak, and if a cutoff bank 
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Illustration 41 

JAMESTOWN CORPORATION 
Capital Stock Investments 
December 31, 1931 

Prepared by_ 

Reviewcd hy 

D.t*_ 


Cer- 

Name □! Company 

Certificate 

Com¬ 
mon or 
Pre¬ 
ferred 
(C or P) 

m 

Num- 

Cost or Other 
Ba*c 

Market Price 
12-31-51 

No. 

in Name □[ 

Value 

Share* 

Per 

Share 

Total 

Per 

Share 

Total 

CZ740 

Champion Paper fit Fibre r Co. 

Jamcitown 

Corp. 

Jamestown 

C 

$1.00 

100 

$24.50 

$2,450.00 V 

$28.25 V- 

$2,B25.00 

23562 

United Biscuit Co. of America 

c 

No 

100 

19.p0 

30.DO 

1,900.0D V 

27.00 V 

2,700.00 

071247 

Cluett Peabody Be Co., Inc. 

Corp. 

Jamritown 

Corp. 

Jamestown 

Corp. 

c 

No 

100 

3,000.00 V 

22.00 V 

2,200.00 

CI030 

U.S. Printing & Lithographing 
Co. 

c 

No 

100 

24.00 

2,400.00 V 

39.00 V 

3,900.00 


V Checked against ledger for composition deiail. 

0 Broken’ invoice* impeded. 

V Market price from trail Strret Journal, 12-31-51. 

9 Dividend* verified from Fitch'* Annual Stock Rtcord. 
A Traced to ledger account* and to caih record*. 

Examination witnessed by Harold Ander*. 

Received above lecurilie* from auditor. 

(Signed)_ Harold Anders 

Cuitodian 


reconciliation is prepared after the balance sheet date, the auditor must con¬ 
trol all cash, securities, notes, undeposited rash items, and other negotiable 
paper in order to prevent substitution. 

ILLUSTRATION. Improper control may be exemplified as follows: At 
a cutoff date, the auditor examined and tabulated the securities, released 
them, and requested the cash on hand and a bank statement. The com¬ 
pany treasurer, who was in charge of the cash and the securities, im¬ 
mediately went to the bank for the bank statement. While at the bank, 
he borrowed $2,000 in the name of the company, giving as collateral a 
stock certificate released by the auditor. The $2,000 was credited to the 
company account; at the same time, he cashed a company cheque for 
$2,000. The $2,000 cash thus obtained was placed in undeposited cash 
receipts, since it represented the amount of prior cash receipts taken 
from this source by the treasurer. He then presented to the auditor the 
bank statement, the petty cash funds, and the undeposited receipts; in 
this manner the bank reconciliation agreed with the Cash ledger ac¬ 
counts. Later, when the auditor requested an independent bank con¬ 
firmation, the $2,000 loan appeared with the notation of the collateral. 

The auditor should obtain a receipt upon the return of the securities and 
on his working papers should note the date of the count and the names of 
the witnesses. 

In examining the securities, the auditor must ascertain that they are un¬ 
qualifiedly available to the client. The securities should be registered in the 
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Divi¬ 

dend! 

Received 

1951 

Purchased 

in 

1951 

Sold 

in 

1951 

Profit or 

Lobi on 
Said 

Held by Oihen 

Remirki 

Name of 
Holder 

Num¬ 
ber of 
Shares 

Coit 

Reaion 

Held 

$200.00<r 

160.00* 

200.00* 

500.00* 

1-10-51 © 

100 iharea of 
original 200 

200 of original 
300 aold for 

$y,6oo 

Lon $700 A 

Profit $3,800 A 

Weitheimer 
fit Co. 

100 

$1,900.00 

To be iold 
early in 1952 

Confirmed 


name of the client or his nominee, endorsed to the client, or endorsed in 
blank; or they should have a power of attorney, signed and witnessed, 
authorizing the transfer, attached to the security if it is carried in the name 
of some other party. 

In security examination and analysis, care must be exercised to avoid 
errors of denomination—for example, by recording a bond of a par value 
of $1,000 as $100 or $10,000. Care also must be exercised that the name 
of the issuing company is accurately recorded in the working papers and in 
the client’s records and that stock certificate numbers agree in the certificate, 
the working papers, and the client’s records. 

Investigation must prove that the stock is fully paid; if it is not, adjust¬ 
ment must be made for the unpaid subscriptions. In the case of an audit 
for a stock broker, certificates are-pledged as collateral for money borrowed 
by the broker on his own securities; customer securities are also pledged 
with the broker for customer margin requirements. The auditor must use 
extreme caution in obtaining confirmation from customers, so that cus¬ 
tomers’ securities are not fraudulently or mistakenly misappropriated by the 
broker. Brokers actively pledge margin stocks as call loan collateral for 
loans from bankers. In these cases the bank may be asked to prepare a col¬ 
lateral list, or the auditor may send to the bank a list of securities supposed 
to be pledged and ask the bank to check and confirm or disaffirm. The 
auditor must always determine the proportions between money borrowed 
by the broker and the market value of the pledged securities. Most banks 
require $120 of securities as collateral for $100 of loan unless state or 
federal regulations require a higher margin. The $20 or more spread must 
be maintained in the event of a decline in security prices. 

3. Confirm Stock Certificates Held by Others. Stock certificates not 
available for examination should be confirmed directly to the auditor by the 
party holding them. If a reply is not received to the first confirmation re¬ 
quest, a second request should be mailed. Confirmation requests for se- 
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curities should be followed until an adequate answer is obtained or until 
the securities are otherwise accounted for to the satisfaction of the auditor. 

Confirmation data should be set forth in the working papers for capital 
stock in the columns headed "Held by Others." Stock certificates may be out 
of the client’s possession for the following reasons: 

1. They may be pledged, hypothecated, or assigned as loan collateral. 

2. They may be awaiting transfer to the client’s name. 

3. They may be held by other brokers, awaiting delivery, or on loan. 

4. They may be held by a custodian for safekeeping. 

5. They may be deposited as a performance guaranty. 

If a security is out of the client’s possession for any reason other than 
those listed above, the auditor should insist upon obtaining the certificate 
and examining it—at the time when other securities are examined and be¬ 
fore they are released to the security custodian. The auditor should not re¬ 
lease the securities in his possession and then call for confirmations, since 
such a procedure would allow time for the released securities to be placed 
in the hands of the confirming party. 

4. Obtain Market Prices and Compare with Cost or Other Price Basis. 
Market prices should be obtained as of the balance sheet date; entered on 
the working papers, as shown in Illustration 4l; and totaled and compared 
with the cost or other basic valuation figure. The market price may be used 
to adjust the cost figure for financial statement purposes, on the basis of 
providing for all losses and anticipating no profit. 

Market prices are easily obtained for exchange-listed securities which 
are actively traded. Market quotations for securities traded over the counter 
and for closed corporations often are difficult to obtain and are not particu¬ 
larly reliable unless a recent purchase and sale have been made in that 
security. If a fair market price is not available, the auditor should so indi¬ 
cate in his working papers. For securities with an inactive market the use 
of the bid price is safer than the average of the bid-ask prices. 

5. Vouch Purchases and Sales . Normally, authorization for the purchase 
and sale of securities should be recorded in the Minutes Book of the board 
of directors. Security purchases and sales should be vouched for the period 
under audit in order to determine the profit or loss from security sales, the 
proper pricing of the securities purchased and account relief for securities 
sold, the correctness of the accounting data, and the composition of the 
balance at the end of the period. 

When purchases and sales of capital stocks are vouched, brokers’ in¬ 
voices are traced to company vouchers and to the cash records, and to the 
individual ledger accounts involved for the securities. In preparing to vouch 
the security purchases and sales, the auditor should start with the capital 
stock investment portfolio as of the close of the preceding year, add the 
cost of the stocks purchased, and deduct the securities sold (at cost), thus 
arriving at the portfolio composition as of the end of the year. The pro¬ 
cedure may be illustrated as follows: 
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Security balance, December 31, 1950: 

X stock, at cost.$3,000 

Y stock, at cost . 4,000 

Z stock, at cost . 5,000 

Total. 

Add: Purchases in 1951: 

A stock, at cost, February 14.$7,000 

B stock, at cost. May 16. 8,000 

Total to be accounted for. 

Accounted for as follows: 

March 3, sold X stock for $5,000; Lost 

$3,000 .$3,000 

June 10, sold Y stock for $9,000; cost 

$4,000 . 4,000 


Security balance, December 31, 1951 . . . 
Total profit: Long-term capital gain . 

Long-term capital loss . . 
Net long-term capital gain . 


$ 12,000 

15,000 

$27,000 

$2,000 (Profit) 

7,000 5,000 (Profit) 

$ 20,0 00 

$ 7,00 0 

Jo 

$7jioo 


The opening and closing inventories may be verified by confirmation 
from brokers for those securities left in their custody. 

The cost of capital stock is the market price, plus commissions, plus 
transfer taxes, plus postage added by the broker. The sales price is com¬ 
monly considered to be the net proceeds realized after deducting commis¬ 
sions and transfer taxes. 

If the audit is conducted after the close of the accounting period, sales 
and purchases of securities taking place after the balance sheet date must 
also be vouched and traced to the original records and into the accounts in¬ 
volved in order to determine account composition at the end of the year. 

6. Verify Income from Stocks. The most appropriate time to verify 
dividends from capital stock investments is at the time of preparing the 
working paper. The Dividend Income account should be analyzed and 
"tied up” with the stocks owned during the year, as shown in Illustration 41. 
Dividends paid by a company may be verified by reference to investment 
services, such as the Moody or Fitch Annual Stock Record, or by cor¬ 
respondence directly with the company involved if it is small or "closed.” 
If the stock is held in a "street” name, dividends will be received directly 
from the broker in whose name the stock is held; it may happen that the 
broker has been instructed to retain the dividends in order to build up the 
client’s balance. In this event the auditor must carefully compare the state¬ 
ments of position rendered by the broker with the records of the client to be 
certain that the client has properly taken up the dividend by a charge to a 
receivable. 

Normally, dividends receivable are not accrued on the books of a 
recipient; in those isolated instances where dividends receivable are ac¬ 
crued, the date-of-stock-record method should be followed in order to 
avoid showing an income that may not be received because of sale of the 
capital stock. Preferred stock dividends in arrears should appear as a foot¬ 
note to the balance sheet. 
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If dividends have been paid in the capital stock of the issuing company, 
the dividend may be in the same class of capital stock owned or in a dif¬ 
ferent class. A stock dividend received in the same class of capital stock 
results in no additional wealth to the stockholder; he still has his former 
proportionate ownership, now represented by a larger number of shares, 
with a consequent smaller price per share and the same total cost as before; 
therefore, only the number of shares is changed. The auditor must be care¬ 
ful to note the recording of the additional shares in the client’s records, in 
order to reflect properly the number of shares held after receipt of the 
stock dividend, the average cost per share, and the total cost. Gain or loss 
on the subsequent sale of any of the shares is determined on the basis of the 
average cost price of all shares owned, including those received as a dividend. 

When a stock dividend is received in a class of shares different from 
those originally held, (a) the dividend may be treated as income in ac¬ 
cordance with income tax regulations; or (b) the cost of the original shares 
may be apportioned over the original shares and the dividend shares on the 
basis of the market price of the shares at the date the dividend is paid. 

Dividends should be verified in detail. In verifying dividends received 
from companies engaged in wasting-asset activities or from investment fund 
companies, care must be exercised properly to divide returns of capital from 
income for wasting-asset companies and properly to divide capital gains and 
normal income for investment companies. This division may be verified by 
reference to investment services, by notices sent to the shareholders by the 
companies, or by the determination of the United States Treasury Depart¬ 
ment based upon annual statements filed with it. 

7. Separate Securities Held as Collateral or Otherwise. When securities 
are held as collateral for loans granted, they must be examined in order to 
be certain that proper securities are held and that contingent title rests with 
the transferee. These collateral securities should be set forth in separate 
working papers and should be separated from the client’s property. 

8. Watch for Evidence of Affiliation, and Prepare Consolidated Financial 
Statements when Necessary. Investments in and advances to affiliated com¬ 
panies must be shown as a separate item in the non-consolidated balance 
sheet, under the investment classification. 

If the investment is in a controlled company, the auditor must verify the 
cost of the investment. If affiliated or controlled companies are audited and 
consolidated balance sheets rendered, the assets and liabilities of those com¬ 
panies are substituted for the stock owned by the parent company. In such 
cases the audit procedure relative to verification of assets and liabilities of 
the subsidiary companies is followed. 

Frequently, a balance sheet will show an item as an ''investment,” when 
a more accurate picture would be shown by a consolidated balance sheet. 
When the control is complete or nearly so, a parent-subsidiary relationship 
exists. When the stock ownership in a company is a controlling interest, 
and when there is at the same time a fairly large floating supply of stock. 
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the company commonly is spoken of as an "affiliate.” Investments in con¬ 
trolled companies, either subsidiaries or affiliates, should never be classed as 
current investments. 

When accounts of affiliated or controlled companies cannot be audited 
or consolidated financial statements rendered—with or without audit—book 
valuations of stocks should be carefully examined. If, under such circum¬ 
stances, it cannot be determined that book valuations approximate real 
value, the financial statements and the opinion section of the report should 
be qualified. 

In some cases involving permanent investments, the floating supply of 
stock is so small, owing to a large percentage of ownership by one company, 
that market prices are not a true indication of the value of the security as a 
whole. Also, a controlling interest may be more valuable per share than the 
minority stock, because profits of the subsidiary company mav be absorbed 
by the parent company by the arbitrary pricing of transactions between the 
parent and the subsidiary. In such cases the auditor may value the securities 
at book value, stating that method of valuation in his report; he may ex¬ 
amine the balance sheets of the affiliated companies if a consolidated balance 
sheet is not prepared, or he may examine the books of the affiliates if a 
consolidated balance sheet is prepared. 

Stocks reacquired by donation or purchase should be deducted at cost 
from the total capital or should be deducted at par from the capital stock 
account. If the stock is to be held for a short time or for a specific purpose, 
with the intention of reselling it, it sometimes is shown as an asset, although 
this practice is universally condemned. 

Of interest to accounuants is a ruling of the Securities and Exchange 
Commission, under the Investment Company Act. This rule pertains to 
securities of registered management investment companies which have been 
placed in the custody of a company that is a member of a national securities 
exchange, as defined by the Securities Exchange Act of 1934. The custodian 
company may accept such securities only upon a written contract with the 
investment company; the securities must be completely segregated from 
securities of the custodian or of any customer. The segregation must be both 
physical and separately identified in the accounts of the custodian. The 
custodian may not assign, hypothecate, or otherwise dispose of such se¬ 
curities, except upon the direction of and for the account of the registered 
management investment company. Such securities must be verified by 
physical examination by an independent public accountant retained by the 
management investment company at the end of each annual and semi¬ 
annual fiscal period and also must be examined by the accountant at least 
one other time during the fiscal period, which time shall be selected by 
the accountant. The accountant must render a certificate to the Commission, 
in which he must state that he made the examination, and in which he must 
describe the examination; the securities shall be subject to examination by 
the Commission at all times. 
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Valuation of Capital Stock Investments 

The balance sheet should indicate the basis used in the valuation of in¬ 
vestments in capital stock and in all other securities. 

Temporary Investments Held by Industrial and Commercial Concerns. 
Temporary investments, classed as current assets, frequently are priced at 
the lower of cost or market, with the higher of the two figures stated 
parenthetically. The lower of cost or market is usually for the entire 
portfolio of temporary investments rather than for individual items. Today, 
many concerns carry their temporary investments at cost—even if cost 
is above current market—with a parenthetical notation of the lower market 
price. This method has the advantage of permitting the ledger accounts to 
remain at the same level as that required for income tax purposes and still 
affords full disclosure on the balance sheet. This method is often followed 
when there is no intention of disposing of the securities in the immediate 
future and when objection is raised to adjusting the records for what might 
prove to be a temporary condition at the balance sheet date. 

The preceding paragraph does not prohibit the establishment of a reserve 
for declines when market price is materially below cost. 

ILLUSTRATION. The establishment of a reserve for decline in temporary 
investments may be illustrated as follows: Assume that temporary in¬ 
vestments in marketable stocks which cost $178,000 on March 1, 1951, 
have a market price of $170,000 on December 31, 1951. A reserve may 
be established, as follows: 


Unrealized Loss from Temporary Investment Declines .8,000 

Reserve for Decline in Temporary Investments . 8,000 


The Unrealized Loss from Temporary Investments account is closed to 
the Profit and Loss account and appears in the ‘'other expense” section 
of the income statement. The reserve for decline in temporary invest¬ 
ments may appear in the balance sheet as a deduction from the securi¬ 
ties, at cost; or the securities may be stated at market, with the cost ap¬ 
pearing parenthetically. If, in 1952, the securities are sold for $160,000, 
the 1952 income statement would show a loss of $8,000; for income tax 
purposes the 1952 loss would be $18,000. 

Securities of Dealers . Securities held as stock in trade may be priced at 
cost, market, or the lower of cost or market. Normally, security dealers 
carry their securities at the lower of cost or market, with a parenthetical 
notation of the higher figure. 

In the balance sheets of brokerage firms, securities in trading accounts 
and investment accounts, including short-position securities, are commonly 
carried at market, without indicating cost or the sales proceeds of short- 
position securities. If securities are carried at market, which price is in 
excess of cost, provision should be made for income taxes on the unrealized 
profit; or the market price should be reduced by the applicable taxes, with 
full disclosure given the situation. 
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Securities of Investment Companies. For balance sheet purposes the 
marketable securities of investment companies may be carried at cost, with 
the market price stated parenthetically, or at market, with cost stated 
parenthetically. The balance sheet of an investment company should be 
supported by the detail of the investments. In addition, Regulation S-X, 
Rule 6.02-9, of the Securities and Exchange Commission, with respect to 
management investment companies and the applicable federal income taxes, 
states: 

Appropriate provision shall be made, on the basis of the applicable tax laws, 
for federal income taxes thau it is reasonably believed are, or will become, payable 
in respect of {a) current net income, (b) realized gains on investments and ( c ) 
unrealized appreciation on investments. The company’s status as a "regulated 
investment company” as defined in Supplement Q of the Internal Revenue Code 
as amended shall be stated in a note referred to in the appropriate statements. 
Such note shall also indicate briefly the principal present assumptions on which 
the company has relied in making or not making provisions for such taxes. 

Permanent Investments . The underlying basis for the valuation of 
permanent investments is cost. In the event that permanent investments 
have declined materially in price since the date of acquisition and over a 
long period of time, the extent of the decline should be reflected paren¬ 
thetically in the balance sheet; or a reserve may be created to reflect the 
decline. Permanent stock investments in non-controlled companies normally 
are acquired for income purposes, and the return on cost is the true indica¬ 
tion of real productivity; therefore, current market fluctuations are of less 
importance. Today, investments in subsidiary companies commonly are 
carried at cost. The alternative procedure is to carry the investment at cost 
adjusted for profits, losses, and dividends. 

Careful consideration must be given to advances to subsidiary companies, 
since they usually constitute parent company investments. The form of the 
advances might be represented by notes, bonds, or stocks; but, no matter 
what the form, an investment exists. If the investment is carried at cost, 
the auditor should analyze the surplus of the subsidiary company since 
the date of acquisition to be certain that the surplus of the subsidiary com¬ 
pany has not been used to "window-dress” the balance sheet of the parent 
company. If the investments in subsidiary company stocks were originally 
recorded at a price other than cost, there should be an item of goodwill or 
capital surplus involved. 

BONDS OF CONTROLLED OR NON-CONTROLLED COMPANIES 

The auditing procedures for bonds held as investments vary only in 
minor detail from the procedures set forth for the examination of invest¬ 
ments in capital stocks. Therefore, in the development of the auditing 
procedures for bond investments, procedures that are the same as those for 
capital stock investments are not repeated. 
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Bonds may represent (1) stock in trade, (2) temporary investments, or 
(3) permanent investments. Bonds may be (1) coupon or (2) registered. 
Registered bonds may be registered (a) as to principal only or ( b ) as to 
principal and interest. Bonds registered as to principal and interest have 
their interest paid by cheque; interest on other bonds is received by clipping 
the interest coupons and cashing them. Registered bonds should be regis¬ 
tered in the name of the client. 

The auditor must be familiar with all types of bonds: real-estate mort¬ 
gage, collateral trust, equipment trust, income, and debenture; serial, par¬ 
ticipating, and convertible; and the various types of government bonds. 

Audit Program for Investments in Bonds 

The audit program for investments in bonds is as follows: 

1. Prepare a schedule listing all bonds. 

2. Exercise care in the examination of the bonds. 

3. Confirm bonds held by others. 

4. Obtain market prices and compare with cost or other price basis. 

5. Vouch purchases and sales. 

6. Verify income from bonds. 

7. Accrue bond interest. 

8. Verify amortization of premiums and discounts. 

9- Separate bonds held as collateral. 

The procedures to be followed for investments in bonds arc described in 
the following subsections. 

1. Prepare a Schedule Listing All Bonds. Bond investments should be 
listed on a separate working paper, or the client should prepare a listing in 
advance in accordance with the auditor’s instructions. The listing should be 
checked against the ledger accounts and reconciled with the composition of 
the accounts, just as for capital stock certificates. 

Illustration 42 presents a working paper for the scheduling of bonds. 
In the Remarks column should be placed such data as the following: 

a) Warrants attached to the bonds 

b) Extension of maturity dare with bondholder approval 

c) Reduction of interest rates with bondholder approval 

d) Tax-free covenants 

e) Reasons for pledging 

/) Subsequent coupons attached 

Separate working papers may, if necessary, be prepared for the extraction 
of data from trust indentures. 

The serial numbers of the bonds should be stated in the working papers 
to aid the auditor in the succeeding year in the vouching of purchases and 
sales. The serial numbers of bonds on hand at the examination date should 
be compared with the serial numbers of the same bonds appearing in the 
working papers for the preceding examination in order to detect manipula¬ 
tions. 
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ILLUSTRATION. The advantage of recording bond numbers in the 
working papers may be illustrated as follows: "Bearer” bonds of the X 
Company were listed in the December 31, 1950, working papers with 
the numbers 8G462-8G471, inclusive. At December 31, 1951, there are 
10 bearer bonds of the X Company on hand, which amount agrees with 
the working papers of December 31, 1950. However, the serial num¬ 
bers of the bonds on hand at December 31, 1951, are 8D521-8D530, 
inclusive. The bond custodian had sold the bonds in February, 1951, 
used the proceeds to purchase an apartment building, sold the building 
at a profit, and then purchased the new bonds and returned them to the 
portfolio. At the interest dates of the original bonds, lie had turned 
over ro the cashier, for deposit, the proper interest, explaining chat he 
had cashed the coupons at the bank when he went to the safe deposit 
box. 

2. Exercise Care in the Examination of the Bonds. The same care and 
the same procedures should be followed as for the examination of capital 
stock investments. 

If the bond interest is payable by coupon, the auditor must determine that 
all coupons payable after the balance sheet date are attached to the bonds. 
The Remarks column of the working papers should indicate the presence 
or absence of future coupons. The auditor also must determine the presence 
of matured but uncashed coupons. If matured coupons are attached to the 
bonds, (a) the interest may be in default, ( b ) the debtor corporation may 
be in the process of reorganization, or (c) the coupons may have been over¬ 
looked by the owner. All irregularities and errors should be brought to the 
attention of the client. If interest has been accrued at the end of the preced¬ 
ing period, and if that interest was not collected due to default, the accrued 
interest entry should be reversed. Interest that is uncollectible or doubtful 
should be entered in the Doubtful—Interest column, and subsequent interest 
actions should be followed. 

If treasury bonds exist, they must be inspected by the auditor at the time 
bonds held as investments are examined. Treasury bonds should be shown 
as a deduction from the proper bond liability account. Treasury bonds must 
be safeguarded so that they cannot be used improperly. 

The minutes books of the board of directors and of the stockholders must 
be examined for evidence of authority to issue the bonds. All relevant data 
from these sources and from the trust indenture must be extracted and placed 
in the working papers. 

3. Confirm Bonds Held By Others. The same procedures as those set 
forth for the confirmation of capital stock investments should be followed 
for bond investments held by others. Again, emphasis is placed upon the 
fact that the auditor must secure completely satisfactory answers to his con¬ 
firmation requests or obtain access to the bonds. 

4. Obtain Market Prices and Compare with Cost or Other Price Basis. 
The same procedure should be followed as for obtaining market prices for 
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Illustration 42 

JAMESTOWN CORPORATION 
Bond Investments 
December 31, 1951 

Fnpandbr_ 

Reviewed by_ 

Date_ 


Bond 

Nor 

Ltd, 

Nam. of 
Company 

Bond 

in 

Name 

of 

Typr nf 
Bond 

Maturity 

Dace 

Interval 

Balance, 12-31-31 

PnrchaacB in 1931 

Sales in 1951 

Rate 

Da tei 

No. 

Par 

Each 

Coat 

No. 

Par 

Each 

Coat 

Far 

Con 

Sale* 

Price 

96-202 

ABC Co. 

Cl inn 

Debenture 

July 1, 1966 

3% 

1-1 

5 

$1,000 

$ 4,500 V 










' 



7-1 










7-16 

DEFCo. 

Clieni 

Fir ii nun- 



4-1 






O 







PP 

April 1,1973 

3% 

10-1 




10 

51.000 

510,ood/ 




18-27 

GHI Co. 

Client 

Fine more* 



1-1 









0 




l>P 

July 1,1955 

6% 

7-1 

ID 

1,000 

9.DD0V 




$10,000 

$9,000 

$9,500/ 

W-3« 

JKL Co. 

Client 

Equipment 



1-1 






O 







i ruit 

Jan. 1,1980 

4% 

7-1 

10 

1,000 

ID, BOO V 

10 

1,000 

10,200/ 













524,300V 



$20,200 


$9.00) 

$9,300 


V Checked ■ gainst ledger for compoaitiDo derail. 

O Broken' luccdlenii impacted. 

Y Marker price from Wall Jim/ Journal, 12-31-31. 

e L»emr verified from Muody’a Annual Stock gjeord. 

0 

t Traced to ledger accnunn and cash receipts. 

Examination wJineaaed by Harold Auden. 

Received above bond a from auditor. 

(Signed) Harold Andart 

Custodian 


capital stocks. It must be remembered that bonds usually are quoted as a 
percentage of par rather than in dollars. 

5. Vouch Purchases and Sales. The vouching of bond purchases and 
bond sales follows the same procedures as those set forth for the vouching of 
purchases and sales for investments in capital stocks. 

When a bond is purchased, it may be bought at the prevailing market 
price plus interest accrued since the last interest date. The purchase of the 
accrued interest is not a part of the permanent cost of the bond and will be 
returned to the purchaser at the succeeding interest date. 

6. Verify Income from Bonds. The Bond Interest Income account should 
be analyzed and reconciled with the interest that should have been received 
from the bonds owned during the year and must be traced to cash receipts. 
The bond interest received may be entered in the appropriate section of the 
bond schedule, or a separate schedule may be prepared for the interest re¬ 
ceived. If a separate schedule is prepared, it might take the form shown in 
Illustration 43. 

Certain bonds issued by the United States government are discount bonds, 
sold at the present value of the principal sum ro be paid at maturity, without 
the payment of current interest; the price of the bond accumulates to par at 
maturity. In this type of bond, the interest accumulation should be brought 
into the records periodically. 
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Hilinf. 

12-31-31 

Market, 

12-31-51 

Interest 

Profit 

Location 
of Bond 

Ei- 

Held by Others 


Pu 

Amount 

Each 

Total 

Re¬ 

ceived 

Ac¬ 

crued 

Doubt¬ 

ful 

w LoU 
do Sale 

or Con¬ 
firmed 

Holder 

Name 

Par 

Amount 

Remarks 

$ J.OOD 

$ 4,300 V 

$ 930 

$ 4,630 

$ 73 » 

$73 



Safe depone 

Yea 





10,000 

10,000V 

1,000 V 

10,000 

130 9 

73 



Safe deposit 

Yes 









400 v 



P $300 






Sold do July 1,1931 









10 safe deposit 

Yes 

Hunon 



Request for delivery 

20,000 

21,000 V 

1,070 V 

20,140 

ZOO it 

400 


Mi 

10 broker 

Ye. 

at Co 

10,000 

10,200 

to client 


$33,300 V 


| 

$823 

$530 


$300 








7. Accrue Bond Interest. Bond interest accrued may be placed in the ap¬ 
propriate column of Illustration 42, or a column may be added in the 
schedule of interest received (Illustration 43), or the accrued interest may 
be separately calculated, by bonds and in total. In accruing interest, the 
exact number of days should be used, based upon a 36()-day year. 

8. Verify Amortization of Premiums and Discounts. The auditor always 
must verify the computations for the amortization of premiums and dis¬ 
counts. The amortization of premiums and discounts is applicable only to 
permanent investments in bonds. 

9. Separate Bonds Held as Collateral. The procedures for this separa¬ 
tion are the same as those set forth for capital stock certificates of others 
held as collateral. 


INVESTMENTS IN MORTGAGES 

A mortgage is a conditional deed transferring conditional title to the 
mortgagee. The mortgage serves as evidence of security for the debt. A bond 
or note may be executed at the time a mortgage is taken and is evidence of 
debt under a mortgage. The two instruments—the mortgage and the note— 
ordinarily constitute the evidence of a complete mortgage transaction. A 
mortgage may be a real-estate mortgage, a chattel mortgage, or a purchase 
money mortgage received in partial payment for property sold. Normally, 
mortgages are not current assets unless they are to be liquidated in a short 
time or unless the audit is for a building and loan company, a bank, or an 
insurance company—the largest investors in mortgages. For an investor in 
mortgages who maintains adequate records, there will exist for examination 
by the auditor the following records: 
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1. One or more general ledger controlling accounts. 

2. A subsidiary ledger account with each mortgage, setting forth the original 
amount of the loan, principal and interest payments, loan data, interest 
rare, dues in arrears, insurance coverage, principal payment terms, etc. 

3. The mortgage, filed in accordance with the filing system used—usually 
numerically. 

4. Mortgage notes. 

5. Insurance policies covering the property. 

6. Correspondence from attorneys pertaining to title examination. 

7. Appraisal reports. 

8. Abstracts. 

Mortgages should be shown separately from bonds on the balance sheet 
and should be segregated in the ledgers. Reserves for doubtful collection 
should be established where necessary. 

Audit Program for Investments in Mortgages 

The audit program for investments in mortgages is as foilows: 

1. Prepare a schedule listing all mortgages. 

2. Examine the mortgages. 

3. Examine for assignment. 

4. Study the search of title. 

5. Examine insurance policies. 

6. Examine appraisal reports and assessed valuations. 

7. Examine evidences of tax payments. 

8. Confirm balances with mortgagors. 

9. Confirm mortgages and notes held by others. 

10. Vouch payments for principal and interest; vouch disbursements. 

11. Test mortgage data with public records. 

12. Verify interest income and delinquent interest. 

13. Investigate sinking fund records. 

The procedures to be followed for investments in mortgages are developed 
in the following subsections: 

1. Prepare a Schedule Listing All Mortgages. The auditor should pre¬ 
pare or request a schedule of all mortgages. The total amount due on the 
mortgages should be obtained from the schedule and compared with the 
general ledger controlling accounts. If a discrepancy exists, it must be in¬ 
vestigated and located. 

ILLUSTRATION. Interest of $150 paid by a mortgagor was credited to 
principal on the subsidiary ledger but was properly credited to Interest 
Income in the controlling account. 

A schedule for mortgages owned appears in Illustration 44. In preparing 
the schedule, all data cannot be supplied from one source. Information will 
be taken from the mortgage, from the ledger cards for principal and in¬ 
terest, from the insurance policies, from the appraisal reports, etc. In order 
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Illustration 44 

RICE CORPORATION 
Schedule of Mortgages owned 
December 31, 1951 

Pftparid by_ 

Dice__ 

Reviewed by_ 

Due_ 


Name and Addmta 
of 

Mortgagor 

Location of 
Mortgaged 
Property 

Property 

Appraiaal 

Original 

Type Df 
Mort¬ 
is* 

% 

Rate 

Inter- 

ell 

Datea 

Maturity 

Date 

Reqm 

lontalli 

■red 

nenta 

Date 

Amount 


Datea 

Amount 

Smith Co . 470 Lincoln St , Cincinnati 

Samr 

10-10-30 

$ 73,000 

$ 2D D00 

Second 

6 

12-31, 

Dec 31.1960 

Dec 31. 

F 2,doo 








6-30 


June 30 


Excel»ior Co , ID Lacuat St, Detroit 

330 Ninth 

B-6-51 

30 ,D 00 

10,000 

Firit 

3 

3-1, 

May 1,1933 

May 1 

1,000 


St 






11-1 




McRay Product!, Albany, N Y 

1000 Had ion 

8-9-48 

Be ,ooo 

20 DOO 

Fint 

3J4 

5-30. 

Jan 1,1967 

June 30 

2,000 


St 






12 31 




Belmont Apia , Chicago 

Same 

11 14-30 

343 DOO 

90 000 

Firit 

5 

VI, 

May 1, 1969 

May 1. 

3,000 








11 1 


Nov 1 


Wrltcn Laundry, Central Park, Cincinnati 

□n prcmiiei 

7-6-31 

5.000 

2,000 

Chattel 

6 

12 31 

Dec 31,1955 

Dec 31 

500 





$142 as 




TdibI requi 

fed 

$10,300 


Lcii Principal pay me an prior id\ 





Leaa Unpaid 

1,00(1 


1931 



13 300 




Received 


9,500 





512B 300 








Lru Principal payment*, 1931 

9 300 








Balance December 31, 1931 

II 1 

$119 000 BS 








Examined on January ID, 1932, in the office ofj C Shillman Treaiurer 
Mortgage balance agree* with general ledger balance 
Mortgage* properly algned and icaled 

See file letter from C R Bern, Attorney, id the effect chat all mortgage! are properly record id 
Insurance appear! adequate 

Principal and lotereat payment! vouched ro caih record* and traced id account! 

All laira paid to proper datea, no delinquency therein 

Note! on Smith Company Mortgage 


Appraiaal 573 OuO 

Firn mortgage 23,000 

Remaining equity $30,ISO 

Second mortgage (above) 2D OOP 

Margin Df lafcty $30 DOO 


Aojumno Journal Entry 
Accrued lotereat Receivable 
Intcieat Income 


1,181 57 

1.W1 57 


to reduce detailed work, the schedule may be made "progressive” by using 
the original schedule, eliminating paid mortgage loans, adding new loans, 
and adding a new column for the principal balance due. 

2. Examine the Mortgages. The auditor should examine the mortgages 
to ascertain that they are properly signed and sealed. The auditor also must 
ascertain that each mortgage indicates recording on the public records; the 
mortgage should show the book and page number of the county recording 
and the name of the recording clerk. This information need not be copied 
into the working papers, since that would constitute an unnecessary amount 
of work; a suitable rubber stamp may be used on the mortgages. The auditor 
should examine each mortgage for the correctness of the name of the 
mortgagor by comparing it with the company records. If the client is not the 
mortgagee, the auditor must search for an assignment of ownership. 

In the event of second or subsequent mortgages, prior claims must be 
deducted from the property value in order to arrive at the remaining equity. 
See Illustration 44. 
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If a participation agreement exists in place of an original mortgage, the 
senior participant holds the mortgage and receives the entire interest and 
principal payments. The junior participant will be reimbursed for his pro¬ 
portionate part by the senior participant. In such cases the auditor must 
verify the agreement and trace all interest and principal payments received, 
in order to be certain that the agreement has been maintained. 

3. Examine the Assignment. As stated above, if the client is not the 
mortgagee named in the original mortgage, there should be attached to the 
mortgage on file an assignment or series of assignments. Although mortgage 
assignments are not common, if they do exist, the auditor must ascertain (a) 
that the assignment data are in agreement with similar data in the mortgage 
and that the assignment is not for another document; ( b ) that the assign¬ 
ment is issued by the original mortgagee and that his rights are uncondi¬ 
tionally transferred; and (c) that the assignment was properly recorded in 
the public records, by examining the assignment for the county clerk’s stamp 
for record number, page number, date, and signature. 

4. Study the Search of Title. The auditor should examine the letter of 
title search from the attorney, customarily attached to the mortgage and 
related papers. Title search papers usually contain a description of the 
property, its location as to street, lot number, subdivision name, etc. A 
column for title search papers may be placed in the working papers; after 
title search letter examination, only a check mark need be placed in the 
working papers; the letter should not be copied. The auditor may rubber- 
stamp the letter, so that the same letter will not be read again on a sub¬ 
sequent audit. Abstracts and deeds should be examined in similar manner. 
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5. Examine Insurance Policies. Insurance policies on mortgaged proper¬ 
ties should be examined to ascertain the adequacy of the protection of the 
loan. It is customary practice for the mortgagor to carry fire and extended 
coverage insurance equal to the original amount of the mortgage. The poli¬ 
cies should be in the possession of the mortgagee and assigned to him. If 
the policies are not on hand, the auditor should confirm the insurance 
through a broker. The policy amounts should be matched with the mortgage 
amounts in the schedule of mortgages owned. It is not necessary to confirm 
insurance policies on hand. 

6. Examine Appraisal Reports and Assessed Valuations. Prior to lend¬ 
ing money on real estate or personal property, the lending institution cus¬ 
tomarily appraises the property pledged as security. If the loan is made by 
a bank or building and loan company, the laws of the state usually require 
an appraisal. The appraisal is made ( a) to determine the adequacy of the 
margin of safety between the current market value of the property and the 
amount of the loan and ( b ) to determine that not more than the legal per- 
centage-of-appraisal value is loaned. 

The majority of lending institutions do not appraise properties at a date 
subsequent to that of granting the loan. If the auditor believes that appraisal 
values are overstated—in order to grant the loan, or if the loan principal 
payments have been sIdw in a declining market—he should call for an in¬ 
dependent appraisal of such properties. If the loan has been paid down to a 
point where the present amount due is below the legal loan limit based upon 
a current appraisal, he may conclude that the mortgagee’s equity is adequate. 
However, in his report, he should point out the original overappraisal. 

7. Examine Evidences of Tax Payments. The auditor must be certain 
that he has adequate information concerning tax payments by mortgagees. 
Receipted tax bills may be obtained if the mortgagor retains them, or county 
records may be examined by test. In some cases, borrowers remit to the 
mortgagor, who then pays the taxes and thus directly obtains the receipted 
tax bills. 

8. Confirm Balances with Alortgagors. Balances due from mortgagors 
should be confirmed directly to the auditor, together with the interest rates, 
insurance coverage, and tax payments. This confirmation should be on the 
basis of at least a 25 per cent sample if the number of loan accounts is large; 
as the number of loans decreases, the size of the sample should increase. 

ILLUSTRATION. The necessity of obtaining confirmations of interest 
rates may be illustrated as follows: The secretary of a loan company 
had charged a borrower interest at the rate of 6 per cent but had entered 
interest at the rate of 4 per cent and abstracted the difference from cash 
receipts; similar activities extended over 30 separate'loans. 

Confirmations should be obtained for all loans which are delinquent as 
to principal or interest payments. 
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9. Confirm Mortgages and Notes Held by Others. Confirmations must 
be obtained for all mortgages and mortgage notes not presented for exami¬ 
nation. The mortgage may be deposited as loan collateral; it may be in the 
hands of an attorney for collection, cancellation, completion, or foreclosure 
proceedings; or it may be held in escrow for specific performance or pend¬ 
ing a lawsuit. 

ILLUSTRATION. The necessity for confirming mortgages held by others 
may be exemplified as follows: In the examination of the building and 
loan complin) cited in paragraph 8, above, rhe auditor found—for one 
account—the appraisal report, the title examination letter, and the in¬ 
surance polie'es; a mortgage was not present, since the loan ostensibly 
was made two weeks prior to the close of the period. The auditor was 
informed that the mortgage was in the hands of the attorney, who would 
return it by mail upon its completion. The confirmation request reply 
from the attorney stated that he did not have the mortgage in question. 
Investigation proved that the secretary of the loan company had written 
cheques to a fictitious person, cashed the cheques, filed an appraisal re¬ 
port, forged a title letter, and purchased insurance policies. 

10. Vouch Payments for Principal and Interest; Vouch Disbursements. 
Principal and interest payments made by mortgagors must be vouched to the 
original records and traced to the ledger accounts in order to determine the 
propriety of account balances and in order to avoid misappropriation of 
receipts. 

If mortgage notes exist in connection with a mortgage, the auditor should 
ascertain that partial payments are endorsed on the notes. 

In vouching disbursements made on mortgage loans, the auditor must ex¬ 
amine the Minutes Book of the board of directors, or the Minutes Book of 
the proper committee, for authority for the loan, its amount, name and ad¬ 
dress of mortgagor, etc., and trace the amounts to the disbursements records, 
being certain that the disbursement cheques were drawn payable to the order 
of the proper person. 

If the client is not regularly engaged in the business of investing in 
mortgages, the auditor must examine state laws, the corporate charter, and 
the code of regulations to determine if restrictions exist on the investment 
of company funds in mortgages. 

If the auditor is examining the records of an estate or trust, and if specific 
instructions are not set forth in the will or trust agreement, he should follow 
the provisions of the laws of the state in which the estate or trust is estab¬ 
lished. 

11. Test Mortgage Data utith Public Records. In addition to examining 
the mortgages for the details set forth in paragraph 2, above, the auditor 
should test approximately 10 per cent of the mortgages by comparison with 
the public records. This test is necessary in order that he may be assured of 
the genuineness of the mortgages and assignments and their proper record- 
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ing. In examining county records, the auditor should watch for liens, as¬ 
sessment levies, and unpaid taxes; the data obtained are compared with the 
confirmation request replies obtained from the borrowers. 

12. Verify Interest Income and Delinquent Interest. The schedule of 
mortgages owned (see Illustration 44) provides space for interest re¬ 
ceived, paid in advance, accrued, and delinquent. The data for interest re¬ 
ceived originates in the receipts data. 

ILLUSTRATION. The procedure to test the interest income may be il¬ 
lustrated as follows: The auditor decided to test interest income by 
selecting the months of June and December. He obtained all payment 
tickets for those two months, added the interest received, compared the 
total with the Interest Income account, and compared the total with the 
cash receipts records. He then traced each ticket to the corresponding 
subsidiary ledger account and examined the subsidiary ledger further 
for interest credits therein which might not be supported by individual 
tickets. 

Depending upon the accounting system used by the mortgagee, interest 
may or may not be accrued at the balance sheet date. If interest is accrued, 
the computation should be verified; the accrual should be reversed at the 
beginning of the new period. 

Regardless of the accounting system in operation, delinquent interest 
should be verified from the client’s computations or computed from the in¬ 
terest records. In Ohio, in the semiannual financial statements prepared for 
the Department of Commerce, Division of Building and Loan Associations, 
delinquent interest must be set forth as a balance sheet footnote. 

13- Investigate Sinking Fund Records. If a mortgage provides for the 
establishment of a sinking fund, the auditor should obtain confirmation from 
rhe sinking fund trustee, in order to be certain that sinking fund provisions 
are being fulfilled. If the provisions have not been followed, the situation 
should be mentioned in the audit report. See the following section. 

INVESTMENTS IN FUNDS 

Funds may be created for any conceivable purpose. Most funds are for re¬ 
demption of stocks or are pension, endowment, building, or sinking funds; 
pension and sinking funds for the retirement of bond issues are the two most 
commonly found. Funds may be in the form of cash or securities, or both, 
and may be under the jurisdiction of the company establishing the fund or 
under the care of a trustee. Sinking funds are commonly held by a trustee; 
pension funds are commonly administered by an insurance company. 

Audit Program for investments in Funds 

The audit program for investments in funds is as follows: 

1. Examine authorization for the fund. 

2. Confirm cash and securities held by the trustee. 
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3. Verify income earned by the fund. 

4. Determine that the trust agreement is observed. 

5. Trace final disposition of the fund. 

The procedure to be followed for investments in funds are developed in 
the following subsections. 

1. Examine Authorization for the Fund. The authorization usually will 
be found in the Minutes Book of the board of directors or of the stock¬ 
holders. If an employee pension fund exists, examination should be made of 
the approval of the Commissioner of Internal Revenue, if it is a qualified 
plan for federal income tax purposes. Pertinent features of the fund and its 
operation should be extracted for the permanent file. 

2. Confirm Cash and Securities Held by the Trustee. The composition 
of the fund according to the records of the client should be compared with 
the confirmation of the fund composition as obtained from the trustee. The 
contributions should be supported by the trustee’s report covering not only 
the composition of the fund but also its activity wirh respect to cash receipts, 
expenses, securities purchased and sold, and interest and dividends received. 
If the trustee has purchased for the fund and canceled some of the company’s 
own bonds payable, the canceled bonds should be examined and entries 
verified for the reduction of the bond liability account. 

If the fund is not under the jurisdiction of a trustee, the cash and securi¬ 
ties in the fund must be examined according to the procedures involved in 
any cash and securities examination. In the event of sinking funds for ex¬ 
tractive industries companies, the auditor must verify the annual production, 
since in most extractive industries cases a certain amount per unit of produc¬ 
tion is set aside for bond or capital stock redemption. 

3. Verify Income Earned by the Fund. If a sinking fund is not used, in¬ 
come earned by the fund must be verified in the same manner as for interest 
on bonds and dividends on capital stock. 

4. Determine that the Trust Agreement Is Observed. The major point 
in determining that the trust agreement is being observed is to prevent the 
violation of a contract. It may be necessary to obtain the advice of a lawyer 
in this connection. 

5. Trace Final Disposition of the Fund. The use to which a fund eventu¬ 
ally will be put must be understood by the auditor. The final disposition of 
all funds should be carefully examined and traced to the records, and it must 
be in agreement with the provisions for establishing the fund. 

INVESTMENTS IN LIFE INSURANCE 

Many business concerns now purchase insurance on the lives of owners, 
officers, and key executives, the organization being named as the beneficiary 
of the proceeds of the policy. The purpose of acquiring the insurance usually 
is either (a) to enable the beneficiary business organization to recover losses 
of business income which may result upon the death of the insured who is 
economically valuable to the organization or ( b) to supply funds to the or- 
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ganization to liquidate the ownership of the deceased person—usually a 
partner or a stockholder of a close corporation. Generally accepted practice 
permits carrying the cash surrender value as an asset—regardless of the 
purpose of the insurance. 

Audit Program for Investments in Life Insurance 

The audit program for investments in life insurance is as follows: 

1. Examine and list the policies. 

2. Determine cash surrender value. 

3. Determine accumulated dividends and interest. 

4. Confirm policies and their status. 

5. Extract policy agreements affecting proceeds. 

The procedures to be followed for investments in life insurance are de¬ 
veloped in the following subsections. 

1. Examine and List the Policies. The objectives of the auditor in ex¬ 
amining the policies are to understand their contents and terms, to be cer¬ 
tain that the policies are in force and that the client is the beneficiary at the 
balance sheet date, and to ascertain that cash surrender values and accumu¬ 
lated dividends and interest are properly recorded. 

The auditor should prepare working papers for life insurance, setting 
forth at least the following columns: 

a) Name of insurance company 

b) Policy number 

c) Date of policy 

d) Name of insured 

£?) Name of beneficiary 

/) Type of insurance 

g) Amount of insurance 

h) Annual premium 

/) Premium payment date 

j) Cash surrender value 

k) Prepaid premiums—over one year 

/) Accumulated dividends and interest 

m) Loans outstanding on the policies and terms of the loans 

(The data in items a—j, inclusive, are obtained from the policies; the data 
in items k-m, inclusive, are obtained from the client’s records and from in¬ 
surance company confirmations). 

2. Determine Cash Surrender Value. In the majority of instances, before 
a policy accumulates a cash surrender value, two annual premium payments 
must be made. Insurance premiums paid represent advance payments. The 
cash surrender value is the amount for which the policy may be liquidated 
if surrendered and canceled, either by the insured or by one acquiring the 
policy by assignment. The cash surrender value and the annual premium 
usually can be ascertained from information contained in the policy. 
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Determination of cash surrender value is directly related to the proper 
determination of current expense and prepaid premiums. After an annual 
premium has been paid, the cash surrender value increases. The current cash 
surrender value stated in the policy normally is the amount available at rhe 
next premium date. If the policy is redeemed at an earlier date, a discount 
factor—usually 5 or 6 per cent per year—is involved. Consequently, the 
cash surrender value immediately after the payment of an annual premium 
is the stated amount as of the succeeding premium date, less the discount for 
the remainder of the policy year. At the end of earh month during the year 
the disrount period is reduced, and the cash surrender value is increased until 
at the end of the policy year the cash surrender value agrees with the amount 
stated in the policy. 

That portion of the premium which is not added to the policy cash sur¬ 
render value may be treated as a prepaid expense and spread equally over 
rhe premium period. The discount element involved in the cash surrender 
value may also be considered as a prepaid expense until the appropriate 
time arrives to add it to the cash surrender value. 

Cash values in insurance policies usually are stated in terms of $1,000 of 
insurance. Upon request, insurance companies prepare an "analysis of policy" 
setting forth elapsed years, annual premiums, dividends, cash values ex¬ 
clusive of dividends, and certain other data not pertinent to the discussion 
here. An analysis of policy is presented below for a $10,000 policy, based 
upon a given age and on the issumption of tweniy-pay life: 


Year 

Premium 

Dmdeniis 

Cash Value 
at I'ml uf Year 

mo 

$762 40 

0 

0 

1951 

762 40 

$60 00 

0 

1952 

762 40 

64 20 

$ 970 00 

1953 

762 40 

66 70 

1,580 00 

1954 

762 40 

69 30 

2,281 00 


Upon the payment of the third premium, a cash surrender value starts to 
accumulate and is the cash value at the end of that premium period; if the 
policy were cashed between the premium dates of 1952 and 1 953, the cash 
surrender value would be reduced by the discount factor mentioned above. 

The question arises concerning the proper treatment of the premiums 
paid prior to the accumulation of a cash surrender: (a) Should pre¬ 
miums paid in the first two years be expressed in total? Or ( b ) should 
premiums paid in the first two years be prorated between expense and invest¬ 
ment values, on the assumption that the policies will be retained until a cash 
surrender value exists? 

If (^), above, is followed, the balance sheet is correct, since the policy 
does not possess a cash surrender value at that time. Therefore, the entry 
for the first and second annual premium would be as follows: 
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Life Insurance Expense (or Prepaid Life Insurance) .762.40 

Cash in Bank. 762.40 


If (b), above, is followed, the balance sheet is not correct for the first 
two years and should be fully footnoted. However, the proration of the an¬ 
nual expense is stated with greater accuracy. The following entry could be 
made in each of the first two years: 


Contingent Cash Surrender Value of Life Insurance.323.33 1 

Life Insurance Expense (or Prepaid Life Insurance) .439.07 1 

Cash in Bank . 762.40 


Upon the payment of the third premium, the entry is as follows if (a) is 
used: 


Cash Surrender Value of Life Insurance.970.00 

Life Insurance Expense (or Prepaid Life Insurance) .762.40 

Earned Surplus . 970.00 

Cash in Bank . 762.40 

If ( b ) is used, the following entry will be made: 

Cash Surrender Value of Life Insurance .970 00 

Life Insurance Expense (or Prepaid Life Insurance) .439.06 

Contingent Cash Surrender Value of Life Insurance. 646.66 

Cash in Bank . 762.40 


3. Determine Accumulated Dividends and Interest. Dividends on life 
insurance policies are applied as a reduction of premiums; Therefore, the 
term "premiums” may be construed to mean "net premiums after dividends.” 
Dividends are based on the earnings of the insurance company. 

Examination should be made of the premium receipts and the related 
ledger accounts to determine that proper entries have been made during the 
year. Premium receipts set forth not only the annual premiums but also the 
total accumulated dividends and interest at the beginning of the year (if left 
to accumulate) and interest and dividends to be added upon payment of the 
annual premium. If interest and dividends are left to accumulate, the value 
of the policy is thereby increased. The accumulated dividends and interest 
should be set forth in a separate account entitled Dividends and Interest Ac¬ 
crued on Insurance Policies. This account on the client’s records should be 
in agreement with the amounts confirmed by the insurance company. Al¬ 
though dividends arc viewed as a return of premium, interest on the divi¬ 
dends is not so construed and is taxable income to the policy owner. 

4. Confirm Policies and Their Status. The auditor should obtain con¬ 
firmations from the insurance companies for all life insurance in force. A 
properly prepared letter should be sent by the client—but mailed by the 
auditor—to each insurance company, requesting such information as the 
following for each policy, described by policy number: 


1 This assumes an equal annual accumulation of the cash surrender value. 
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a) Cash surrender value at the balance sheet date. 

b) Total accumulated dividends and interest. 

c) Amount of loans on the policies. 

d) Interest on the loans. 

e) Are premiums paid to date? 

/) Are premiums paid in advance of one year? 

g ) Is the policy still in force? 

h) Does (name of client) pay the premiums? 

i) Name of the beneficiary. 

;) Is the policy revocable? 

k) If the policy is assigned, to whom? 

The auditor must be careful to ascertain that loans made on the policies 
have been properly recorded on the books of the client. In most instances 
the insurance companies retain the policies when loans are made on them. 

5. Extract Policy Agreements Affecting Proceeds. There are many types 
of insurance policies written to protect business inrome for a period follow¬ 
ing the death of a key person and to enable either the company or another 
person to purchase the business interest of a deceased owner. The two most 
commonly used types of insurance are ordinary life and the stated-number- 
of-payments type. Regardless of the type of insurance purchased, the audi¬ 
tor must be familiar with the agreements in the policies which affect the use 
of the proceeds of the insurance. 

ILLUSTRATION. Partner A insured the life uf partner D for $100,000, 
and B insured A for $100,000. Each policy named the partnership as the 
beneficiary. Partner A died, and the firm received $100,000. The inten¬ 
tion of A and B was that the $100,000 was to be used to purchase the 
interest of the deceased partner; partner B deposited the $100,000 in 
the firm’s bank account. The widow of A then claimed that $50,000 
(one half) be added to the share of her deceased husband’s interest in 
the partnership. Thus, the purpose of the insurance was partly de¬ 
feated. 

If the auditor believes that statements contained in the policies are not in 
accord with the intention of the parties involved, the situation should be 
called to the client’s attention. If he considers the insurance to be inadequate 
to fulfill the objectives when originally purchased, he should so state in his 
audit report. He might also recommend that a qualified certified life under¬ 
writer be consulted to review the insurance program. 

Premiums on life insurance of the types under consideration are not de¬ 
ductible expenses for federal income tax purposes; the proceeds are not 
taxable unless the policy was acquired by assignment for a consideration, in 
which case the proceeds are taxable to the extent that they exceed the con¬ 
sideration for assignment plus the non-deductible premiums paid. If the life 
of an employee is insured by the employer and if the named beneficiary is 
not the employer, the premiums paid by the employer constitute taxable 
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income to the employee—except premiums paid under a group insurance 
plan. 

Balance Sheet Presentation 

Under the purpose test the cash surrender value of life insurance, wherein 
the company is the beneficiary, should be shown as a permanent investment 
on the balance sheet of the company. 

If the policy is pledged with the insurance company as security for a loan, 
the amount of the loan may be deducted from the cash surrender value of 
the policy and the net remaining cash values shown in the balance sheet. 
The report should disclose the loan, since borrowing against the policy tends 
to defeat the purpose for which the insurance was written. The subtraction 
of the Joan from the cash value, in the balance sheet, is permissible on the 
basis that the loan is not against the borrower but against the policy. If a 
loan on a policy is not paid prior to policy cancellation or maturity, the 
amount of the loan is deducted by the insurance company and the net amount 
due paid to the beneficiary. 

If the policy is pledged with any lender other than the insurance company, 
the loan is an obligation of the borrower and should be shown as a liability— 
current or other, depending upon the loan agreement; the cash surrender 
value of the policy should be shown gross in this case, in the permanent in¬ 
vestment section of the balance sheet. 

Standard No. 17 

Based upon the auditing procedures set forth and developed in this 
chapter, the following standard for investments is presented: 

No. 17. ’’Satisfactory evidence must exist that all investments—in the 
form of securities or otherwise—are correctly reflected in the accounts, are 
in existence, and are owned at the balance sheet date, and that the basis of 
valuation conforms with accepted principles of accounting.” 

Internal Control Quesf/onna/re for Investments 

The internal control questionnaire for investments is presented in Illustra¬ 
tion 45. 


QUESTIONS AND PROBLEMS 

1. Prepare a detailed audit program showing, step by step, the audit pro¬ 
cedures you would follow in making an examination in which one of the 
most important phases involves marketable securities of substantial value, 
including stocks, bonds, and mortgages. For the purpose of this question, 
give in detail the section of your program covering the audit of these in¬ 
vestments. Do not copy the audit program of the text. 


(A.I.A.) 
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Illustration 45 


INTERNAL CONTROL QUESTIONNAIRE 


Yes 


Nd 


Nut 

Appl allc 
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I 



Prcparrd by-- 

Date- -— - - 

Reviewed bj__ _ 

Date--- 


Investments 
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2 A corporation temporarily invested some of its excess funds in stocks of 
other companies listed on established exchanges. In the course of your pre¬ 
liminary audit work, you ascertain that all such stocks were acquired at 
various dates during the year under examination through a brokerage firm 
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and that the stock certificates axe in the name of the corporation (your 
client) but are being held in safekeeping by the brokerage firm referred 
to. The corporation does not maintain an Investment Ledger. 

You are requested to outline the audit procedures for the examination of 
the stocks and the income therefrom as reflected in the books of the corpora¬ 
tion. 

3- An investment trust holds small minority interests in the stocks of various 
companies. In each of the following cases, should the dividends be taken up 
as income, or should they be added to the principal of the portfolio? It is the 
practice of the trust to credit all ordinary dividends to income and to carry 
all gains or losses on securities sold directly to surplus. 

a) Stock A: A cash dividend of $1.00 per share on common stock or % 0 o 
of a share of $100 par value preferred stock (a new issue). 

b) Stock B: A dividend on common stock of of a share of $100 par 
value preferred stock (some preferred is outstanding). 

c) Stock C: A dividend on common stock of $5.00 per share, payable in a 
new issue of preferred of a par value of $100 per share. 

d) Stock D: A dividend on common stock of $2.00 per share, payable— 
at the option of the stockholders—in cash or in the same common stock 
at a per-share value which is below the present market price. 

4. a) State the extent to which the auditor should investigate the client’s own¬ 

ership of real estate and mortgages. 

b) Why should fire insurance policies covering mortgaged properties be 
examined when a client holds the mortgage? 

5. In 1940, James Moser established a large philanthropic fund, which was in¬ 
corporated in a certain state. The fund assets are composed of high-grade 
investment securities donated by Moser. Under the terms of the fund the 
State Trust Company was to appoint an Investment Committee charged 
with the supervision of the investment activities of the fund. The Executive 
Committee controls the operating activities; general operations are ad¬ 
ministered by a general manager, who employed a staff of physicians, 
statisticians, and other necessary assistants. 

Of the fund income, approximately 10 per cent is required for administra¬ 
tion; remaining income is donated to assist in the erection of hospitals and 
medical colleges for universities. Final approval for contributions rests with 
the Executive Committee; it is not necessary that the annual income be 
distributed in the year of earning. The beneficiary of a contribution is re¬ 
quired to donate a certain portion of the construction costs of the project, 
and the contributions from the fund is contingent upon the approval of 
construction plans by its medical staff and the submission of architects’ 
certificates as to work completed. 

In connection with the audit of the fund accounts for the year ended 
December 31, 1951: 

a) Describe four operations which should be performed in the verification 
of the investments and the investment income. 

b) Describe four operations for the verification of donation disbursements. 

(A.I.A., adapted) 
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6. A building and loan company holds a large number of mortgages on real 
istate. How should these mortgages be examined every six months, at which 
dates reports must be filed with the Department of Commerce of the state 
of incorporation? How should the mortgage income be verified? 

7. Present a procedure for the verification of the transactions in a sinking fund 
for the redemption of bonds, when the fund is in the custody of an inde¬ 
pendent trustee. 

8. A corporation, as beneficiary, carried a large amount of life insurance on its 
president, who died. You were called in to answer the following questions 
and to offer your advice in general. 

a) Should the net amount—that is, the amount in excess of the booked cash 
surrender value—be credited to current Profit and Loss, provided it is 
considered as extraneous income? 

b) May the net amount be set up as a deferred credit to income, to be 
amortized over (say) five years? 

c) Should the net amount be credited to a surplus account? 

9. Name several instances wherein it is necessary to examine the minutes of 
directors’ and stockholders’ meetings in order to obtain information for the 
verification of transactions. In each instance, what data should be noted? 

10. a) On December 31, 1951, the Jenifer Company mailed stock warrants to 

all shareholders. You were auditing the records of the Jenifer Company 
as of that date. What is the effect of the issued stock rights on the balance 
sheet at December 31, 1951? 

b) On December 31, 1951, the Justis Company had received $75,000 of 
subscriptions brought about by the issuance of stock rights on Decem¬ 
ber 15, 1951. You were auditing the records of the Justis Company as of 
December 31, 1951. What is the effect of the subscriptions on the bal¬ 
ance sheet? How would you audit the subscription? 

11. You were auditing the records of the firm of Judson and Judson as of De¬ 
cember 31, 1951. One account was with the stock brokerage firm of Cook 
and Company. It showed (a) margin stocks, $500,000; and ( b) due to Cook 
and Company, $375,000. The market price of the stock was $600,000. How 
would you show this situation in the balance sheet of Judson and Judson? 
Mr. James Judson intimated that he would like to have the balance sheet 
reflect an equity in the stocks of the difference between market price and 
the amount due to the broker. 

12. The Blaney Amusement Company purchased investments costing $175,000 
on October 31, 1951. On December 31, 1951, the end of the fiscal year, the 
stock had a market price of $185,000. The net loss on normal operations 
for the year was $4,000. In order to show a profit for the year, the Blaney 
Amusement Company sold the stock on account to Edward Blaney, Presi¬ 
dent, for the current market price of $185,000 and credited the $10,000 
profit to Extraneous Profit and Loss on the books of the Blaney Amusement 
Company. This permitted the company to show a net profit for 1951 of 
$ 6 , 000 . 

You started your audit of the records of the Blaney Amusement Company 
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on January 10, 1952, and finished it on January 15, 1952. On January 14 the 
Blaney Company repurchased the stock from Edward Blaney for $185,000. 
What is your attitude as concerns your certificate, the balance sheet, and the 
income statement? 

13. An estate, in the process of liquidation, had maintained organized account¬ 
ing records. The federal estate tax returns and the state inheritance tax re¬ 
turns have been filed. All taxes, expenses, debts, and legacies have been paid, 
with the exception of the estate residue. The balance is ready for distribu¬ 
tion. 

The executor-employed an accountant to audit the records and prepare his 
accounting for submission to the Probate Court. What procedure should the 
accountant follow for this engagement? 

(A.I.A., adapted) 

14. Your client is a trader in securities. On December 31, 1951, the client was 
"long” in the market to the extent of $116,000 in one stock as of Novem¬ 
ber 30, 1951, quotations; he was "short” in another stock to the extent of 
$77,000 as of the same date. As of December 31, 1951, the market price of 
the long stock was $118,000; the market price of the short stock was $78,- 
000. How should this situation be reflected in the client’s balance sheet? 

15. During the course of your audit of the records of the Alegon Company for 
the year 1951, you noted that the company owned a portion of the common 
capital stock of the Bascom Corporation. During 1951 the Alegon Company 
received the regular dividend from its investment and, in addition, two 
extra dividends which were credited to Profit and Loss. The extra dividends 
were unusually large; and, upon investigation, you ascertained the following 
facts concerning the Bascom Corporation: 

On January 2, 1951, the Canazon Company obtained a one-year option to 
purchase the assets of the Bascom Corporation at a price of $1 million. The 
net assets of the Bascom Corporation were carried on its books at $800,000. 
Payment was to be made as follows: $50,000 on January 2, 1951, and $50,- 
000 quarterly thereafter, up to January 2, 1952, when the remaining $800,- 
000 was due. In the event that the Canazon Company did not exercise its 
option, all payments were to be forfeited to the Bascom Corporation. The 
October 2, 1951, option installment was the last received; and in December, 
1951, the Canazon Company announced that it would not take up the op¬ 
tion expiring on January 2, 1952. 

On March 1, 1952, the Bascom Corporation offered to sell all of its assets 
to the Canazon Company for $750,000, payable $150,000 down, $300,000 
on July 1, 1952, and $300,000 on January 2, 1953. The Canazon Company 
accepted the offer. 

The extra dividends received by the Alegon Company in 1951 repre¬ 
sented amounts received as a result of the Bascom-Canazon option. Another 
dividend from the March 1, 1952, payment has been declared, payable on 
April 1, 1952. 

a) Do you consider the credits to Profit and Loss for 1951 proper on the 
books of the Alegon Company? Present reasons for your answer. 
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b) Advise the Alegon Company with respect to the proper treatment of all 
extra dividends of 1952 and 1953. 

(A.I.A., adapted) 

16. A retail chain grocery store has an account entitled Leases, which has a large 
debit balance. 

a) Normally, what would the balance of this account represent? 

b) How should it be presented on a balance sheet? 

c) How should the account be verified? 

17. From the information presented: 

a) Prepare a columnar working sheet analyzing the account, showing trans¬ 
actions, adjustments, and the final balance at September 30, 1951. 

b) Journalize the adjustments necessary to correct the Investments accounr 
at September 30, 1951. 

In an interim examination of the accounts of the Jamaica Company for 
the calendar year 1951, you find the Investments account as follows: 


Date 

Explanation 

Reference 

Debit 

Credit 

1951 






Jan. 

1 

Balance 

V 

$108,936 



31 

Sold A stock 

CB 


$10,682 

Mar. 

31 

Bought B common 

VR 

12,125 


June 

30 

Dividend on C common 

J 

10,000 


J u, y 

31 

Sold C Lommon 

CB 


8,750 

Aug. 

31 

Sold D bonds 

CB 


22,500 

Sept. 

30 

interest on E mortgage 

CB 


350 


Reference to your working paper of the preceding year shows that the 
balance at January 1, 1951, consisted of the following: 

A Company common: 

1,000 shares bought in June, 1943, ar $10 per share.$ 10,000 

2,000 shares bought in August, 1945, at $8.00 per share .... 16,000 

1,500 shares bought in May, 1948, at $11 per share. 16,500 

B Company common: 

2,000 shares bought in January, 1949, at $16.50 per share .... 33,000 

C Company common: 

100 shares bought in August, 1944, at $73 per share (par $100) 7,300 

D Company 5 per cent, general mortgage bonds: 

Twenty $1,000 bonds bought in July, 1947, at 9B.4 (interest 

FandA) . 19,680 

E Company chattel mortgage on machinery: 

5 per cent, $7,000 mortgage taken in September, 1950, in 

settlement of account receivable . 6,456 

$108^936 


Your examination discloses the following: 

In January, 1951, 1,000 shares of the A Company common stock bought 
in May, 1948, were sold for $10,682, net of brokerage. 
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In March, 1951, 500 shares of B Company common stock were bought 
at $24 per share plus brokerage, for $12,125. 

In June, 1951, the C Company paid a 100 per cent stock dividend— 
common on common. 

In July 1951, the Jamaica Company sold to its president, for $125 a 
share, 100 shares of C Company common stock, for which the president 
gave his cheque for $8,750 and a letter in which he agreed to pay the 
balance upon demand of the treasurer of the company. 

On August 1, 1951, the D Company redeemed its 5 per cent, general 
mortgage bonds at 110 plus accrued interest. 

In September; 1951, the Jamaica Company received one year’s interest on 
the $7,000 chattel mortgage of the E Company. 

(A.I.A.) 


18. From the data presented below, prepare the following: 

a) Columnar working papers for the securities and for the security trans¬ 
actions for the year ended December 31, 1951, including columns for 
the following: 

1. Securities on hand at December 31, 1951, divided into security name, 
shares, average cost, and average cost per share. 

2. Security purchases in 1951, divided into date, shares, and amount. 

3- Security sales in 1951, divided into date, shares, amount, average cost 
of shares sold, and profit or loss on sales. 

4. Summary of the transactions, divided into shares and amount. 

5. Securities on hand at December 31, 1951, divided into name of 
security, shares, and average cost. 

6. Dividends earned in 1951. 

For purposes of this problem, include in the working papers as income 
the dividends declared in 1951 and receivable in 1952. 

b) Journal entries for all security transactions. 

The post-dosing trial balance of the Jonte Company at December 31, 
1951, is as follows: 

THE JONTE COMPANY 

Trial Balance 
December 31, 1951 


Debits Credits 

ash.$ 75,000 

Dividends receivable ($2.00 per share on 1,500 B) . . 3,000 

Marketable securities, at average cdsc, detailed below 865,000 

Other accounts receivable. 6,000 

Accounts payable .. $ 12,000 

apital stock, authorized 100,000 shares at $10 par; 

50,000 shares issued and outstanding. 500,000 

apital surplus .. 300,000 

Earned surplus .. 137,000 


$949,000 $949,000 


Marketable securities on hand at December 31, 1950, are as follows: 
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Shares 

Security 

Average Cost 

1,000 

A 

$ 90,000 

1,500 

B 

120,000 

600 

C 

60,000 

1,500 

D 

95,000 

1,200 

E 

85,000 

1,000 

F 

130,000 

BOO 

G 

B5.000 

1,000 

H 

70,000 

2,000 

I 

130,000 

$S65,000 


Security transactions for 1951 are as shown in the two tables below: 


Purchases 

Shares 

Cost 

March 20 

200 A 

$ 20,000 

April 15 

500 D 

50,000 

April 25 

200 J 

15,000 

Ma) 10 

j00 ] 

25,000 

July 15 

300 K 

40,000 

July 25 

200 G 

20,000 

August 15 

200 G 

25,000 

September 1 s 

1,000 K 

90,000 




Sales 

Shares 

Sales Price 

January 15 

200 A 

$ 19,000 

March 10 

200 F 

30,000 

April 10 

1,200 E 

110,000 

June 15 

300 F 

50,000 

July 20 

500 A 

50,000 

August 20 

1 000 H 

30,000 

Septcmbu 15 

I 000 B 

125,000 


Other data are as follows 

a) Purchased on December 15, 1951 200 shares of Jnnte Company stock for $3,000 

b) Cash dividends received, 1951 A, $5,000, B, $12,000, D, $4,000, F, $6,000, 
G, $5,000, I, $9,000 and I, $1,000 

c) Stock dividend received on June 15, 1951 H, 100 per cent 

d) Dividends paid on December 10, 1951 $2 00 per share 

e) Purchased on December 31, 1951, for delivery and payment on January 2, 1952 ■ 
200 shares of G, $25,000 

/) Dividends declared in 1951 and payable in 1952 H at each $1 00 per share to 
stockholders of record as of December 31, 1951, D at each $1 00 per share to 
stockholders of record as of January 2, 1952 

g ) Market price of securities at December 31, 1951 $950,000 

(AIA, adapted) 

19. The following accounts appear on the books of the Jester Company. Examine 
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the accounts, and prepare working papers for any necessary corrections. De- 
termine the profit or loss on all sales 


American Company, Common 






Shares 

Unit 

Cost 




Date 

LF 

Explanation 

or 

Bonds 

Debit 

Credit 

Balance 


B 

VR 17 

Par, $100 

100 

BD 

$8,000 00 


$B,000 00 

Sept 

24 


Stock dividend 

50 




B,000 00 

Oct 

29 

CR IB 

Sold 50 (u $60 

50 



$3 000 00 

5,000 00 


Canadian Corporation, 6 per cent Cumulative Preferrfd 


1-— 




Shares 

Unit 





Date 

L F 


or 

Dibit 

Ci l dit 

Balan 

ce 





Bonds 

Cost 





Aug 

10 

VR 20 

250 par $10 

250 

b 1 ; 

$2,125 00 


$2,125 

00 

Sept 

10 

OJ bb 

Rusid to par. 










market 10 



375 00 


2,500 

00 

Nov 

B 

CR 21 

Sold 100 (a $12 




$1,200 00 

1,300 

00 


Frtnch Company Bonds 4 s 1965 
Interest —May 1 anil November 1 


Date 

LF 


Shares 

or 

Bonds 

Unit 

Cost 

Dibit 

Credit 

Balance 

Aug 

1 

VR 19 

5 bonds (g, 90, inter 









est 50 

5 

900 

$4,550 00 


$4,550 00 

Nov 

1 

CR 20 

ReLLived $100 









inreresc 




$ 100 00 

4,450 00 

Dec 

1 

CR 23 

Sold 4 bonds (g) 92, 









plus $13 33 inter¬ 
est, less $4 00 Loin 









mission 

4 



3 689 33 

760 67 


British Corporation Common 


Date 

LF 


SharLS 

or 

Bonds 

Unit 

Cost 

Debit 

Credit 

Balance 

Sept 

5 

VR 24 

1,000 shares par $100 

100 

110 

$110,000 00 


$100,000 00 

Oct 

15 

CR 16 

Dividends, $1 DO per 









share 




$ 1,000 00 

109,000 00 

Nov 

7 

CR 23 

Sold 500 (g $105 




52,500 DO 

56,500 00 


20 The trial balance of the Anderson Company showed life insurance of }200,- 
000 as a debit at December 31, 1951 The amount shown as life insurance 
represents the accumulated premiums whiLh were charged to this account. 
The premiums paid to December 31, 1950, amounted to $160,000, and the 
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premiums paid in 1P51 amounted to $40,000. An examination of the poli¬ 
cies showed that the cash surrender value at December 31, 1950, amounted 
to $85,000; and the cash surrender value at December 31, 1951, amounted 
to $100,000. 

Prepare the adjustment to correct the account. 



PREPAID EXPENSES AND DEFERRED CHARGES 


Prepaid expenses and deferred charges are considered in the same chapter, 
although one is classed as a current asset and the other is separately set forth 
as a non-current asset. 

Prepaid Expenses 

Following earlier statements in this book, and in accordance with Account¬ 
ing Research Bulletin No. 30, issued by the American Institute of Ac¬ 
countants, current assets are cash and any other assets or resources commonly 
identified as those that are reasonably expected to be realized in cash or sold 
or consumed during the normal operating cycle of the business. On the basis 
of that section of the definition italicized by the author, prepaid expenses are 
proper inclusions with current assets in the balance sheet. 

A prepaid expense represents that portion of an expenditure—made prior 
to the balance sheet date—for a service or supply not consumed at the 
balance sheet date, which is properly chargeable to the income of subsequent 
periods, and which will be consumed in the normal operating cycle. If an 
amount paid in advance did not exist, cash for the service or supply would 
be required in the subsequent period. Consequently, the reason for including 
prepaid expenses among the current assets is properly supported. 

Prepaid expenses represent working capital, they usually have a going 
concern realizable value, and they usually constitute items that will be con¬ 
verted into expenses in a short time. 

Deferred Charges 

A deferred charge arises from services and items that have been received 
but that will be converted into expenses only over a long period of time— 
longer than the normal operating cycle. Compared with prepaid expenses, 
deferred charges usually represent long-time items, as exemplified by the 
cost of lasts, patterns, drawing, molds, and templets; leased property im¬ 
provements; plant rearrangement and moving costs; uncompleted experi¬ 
mental costs; development costs; leasehold premiums; bond discounts; or¬ 
ganization expense; stock issuance underwriting costs; long-term advance 

364 
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contract costs; suspense debits; public utility service deposits; and any other 
similar items for which a future period will derive income benefit. Income 
should be realized from the use of a deferred charge; and, by the time the 
benefits cease, the entire cost of the deferred charge should be charged 
against revenues derived. 

Thus, for both prepaid expenses and deferred charges, it is necessary to 
allocate used portions to current expense—on the basis of expiration and 
derived revenue usage and to establish as assets the currently unused por¬ 
tions of the items. 

Methods of Allocating Prepaid Expenses and Deferred Charges 

The method of allocating prepaid expenses and deferred charges to ex¬ 
pense is generally dependent upon the characteristics and use of each item. 
Three methods of allocation follow: 

1. The time basis, where the item expires exactly or approximately in propor¬ 
tion to elapsed time 

a) Prepaid expenses 

(1) Unexpired insurance premiums 

(2) Prepaid rent 

(3) Prepaid property taxes 

(4) Prepaid interest and discount 

b) Deferred charges 

(1) Leased property improvements 

(2) Unamortized bond discount and expense 

(3) Plant rearrangement and moving costs—or 2(b) (4), below 

(4) Organization expense 

(5) Stock issuance underwriting costs 

(6) Long-time advance contract costs 

(7) Public utility service deposits 

2. The revenue basis, where the item expires in proportion to revenue pro¬ 
duced by its use 

a) Prepaid expenses 

(1) Currently unused prepaid advertising 

(2) Prepaid selling expenses—sometimes 2(b) (3), below 

(3) Commissions paid in advance 

(4) Unused royalties 

(5) Salary advances 

(6) Subscriptions and dues paid in advance 

b) Deferred charges 

( 1) Development costs 

(2) Experimental costs 
( 3) Promotion expense 

(4) Plant rearrangement and moving costs—or 1(b) (3), above 

(5) Lasts 

(6) Drawings 

(7) Patterns, etc. 

3. The inventory basis, where the items are charged to expense on a usage 
basis 
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a) Prepaid expenses 

(1) Scamps 

(2) Stationery and other office supplies 

(3) Factory supplies 
b) Deferred charges 

(1 ) Performance bond costs 

Occasionally, the circumstances surrounding any particular prepaid ex¬ 
pense or deferred charge cause it to shift from one basis of allocation to an¬ 
other. In those instances where the benefits to be derived cannot be pre¬ 
cisely correlated to specific time periods, or to usage, or to sales revenue or 
production, but where at the same time it is quite certain that future periods 
will benefit, generally accepted accounting practice dictates that the prepaid 
expense or deferred charge be written off as rapidly as is reasonable in the 
circumstances. 

If doubt exists as to the future benefit of a prepaid expense or a deferred 
charge, it should be written off at once and in entirety, so that income and 
assets arc not overstated. 

ILLUSTRATION. The tendency today is toward rapid or immediate 
write-off of questionable prepaid expenses and deferred charges. Deficits 
should not be hidden by failure to absorb expenses improperly deferred. 

Certain development costs of early years of operation may be set up as 
deferred charges to be written off in subsequent years as revenues are pro¬ 
duced. This treatment may more accurately reflect the proper net income 
earned in the early years of life, if the "current operating” theory is followed 
in the preparation of the income statement. However, these items must not 
be permanently capitalized; and their nature should be explicitly revealed 
in the balance sheet and proper comments made in the audit report. The 
items should not be capitalized merely to show a net profit in early years. 

Many people consider as sound and conservative the practice of charging 
prepaid expenses and deferred charges to expense when the items are ac¬ 
quired. Wilfully to understate assets and overstate expenses is just as de¬ 
plorable as the practice of overstating assets and understating expenses. Pre¬ 
paid and deferred items, if not charged to the correct accounting periods'as 
expense, cause incorrect profits or losses to be shown, not only for the 
period to which they are charged as expenses but also for subsequent 
periods. In this connection the dictates of good theory and sound practice, 
as well as the requirements of income tax legislation and regulations, must 
constantly be borne in mind. 

The auditor should always determine that the unexpired amounts of pre¬ 
paid expenses and deferred charges be properly shown as assets at the 
balance sheet date. The only time this rule is open to exception occurs when 
the amount of the prepaid or deferred item is so immaterial that its treat¬ 
ment has practically no effect upon the assets or the profit, or if the amount 
is of annual recurrence and not material in amount and the practice con- 
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sistently followed from year to year. If financial statements are to be com¬ 
pared and analyzed, comparisons cannot properly be made if prepaid and 
deferred items are ignored or improperly and inconsistently treated. This 
is particularly true when financial statements are prepared once each month. 

Commenfs on the Audit of Prepaid Expenses and Deferred Charges 

The examination of prepaid expenses is primarily one involving the 
routine of the calculation of amounts prepaid and amounts to be charged to 
expense in the current period. 

The examination of deferred charges often requires mature judgment in 
the proper allocation of costs to expense, as opposed to routine calculations 
for the majority of prepaid expenses. 

Objective of Examination. The objective of the auditor is to ascertain 
that the dollar amounts of prepaid expenses and deferred charges are de¬ 
termined in accordance with accepted accounting principles and that their 
amounts are reasonable when viewed from the standpoint of future benefits 
to be derived. 

Working papers must be designed and prepared so that they will be per¬ 
fectly clear to anyone not familiar with the situation and so that reference 
to them at a later date will reveal information and data within the grasp of 
the examiner. Upon completion of the working papers, both the results 
therein and the methods used should be reviewed with the proper client per¬ 
sonnel so that all data are clear to all parties concerned. 

Mathematical computations of material amounts must always be verified 
in order to assure the accuracy of asset and expense elements. Documentary 
evidence of original acquisition must be examined, and the transactions must 
be traced to the accounts for all amounts and items of any consequence. 
Confirmations should be obtained for rental, service, and similar deposits. 
The general policies of the client with respect to the amortization of prepaid 
expenses and deferred charges should be discussed and fully understood. The 
amounts of prepaid expenses and deferred charges at the beginning and at 
the close of a fiscal period should be compared to determine the effect on 
working capital of increases or decreases in the items. 

Consideration is now given to the audit procedures for several typical 
prepaid expenses and deferred charges. 

Audit Program 

The following audit program applies to a variety of prepaid expenses and 
deferred charges, considered in this chapter. 

Prepaid Expenses 

1. Prepaid insurance premiums. 

a) Prepare a schedule and examine the policies. 

b) Compute the prepaid insurance premiums. 

c) Examine refunds and claims. 

d) Determine the adequacy of the insurance. 
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2. Prepaid rent. 

a) Verify rental payments. 

b) Schedule prepaid rent. 

c) If appropriate, prorate deposits. 

3. Taxes paid in advance. 

a) Schedule each type of tax. 

b) Compute prepaid amounts. 

4. Prepaid interest and discount. 

a) Schedule the notes or other indebtedness. 

b) Calculate the prepaid amount. 

5. Commissions paid in advance. 

a) Investigate existing agreements. 

b) Confirm the advances. 

c) Calculate the prepaid amounts, from sales or other base. 

d) Charge off unrecoverable advances. 

6. Advances to employees. 

a) Confirm, if necessary. 

7. Prepaid selling expense. 

a) Schedule each item. 

b) Determine the applicability of each to the future. 

8. Dues and subscriptions paid in advance. 

a) Schedule and defer, if material. 

9- Supplies inventories. 

a) Test quantities. 

b) Test prices. 

c) Test mathematical computations. 

d) Eliminate obsolete items. 

Deferred Charges 

10. Leased property improvements. 

a) Vouch disbursements. 

b) Investigate the rights of the tenant and the landlord with respect to 
the provisions for improvements at the termination of the lease. 

c) Examine the amortization charges. 

11. Plant rearrangement costs. 

a) Verify the costs. 

b) Examine the deferred charge for future benefits. 

c) Amortize rapidly. 

12. Developmental, experimental, and promotional costs. 

a) Vouch costs. 

b) Determine future benefits. 

c) Amortize rapidly. 

13. Public utility service deposits. 

a) Confirm. 

b) Determine the propriety of carrying forward. 

14. Organization expense. 

a) Examine authorizations. 

b) Vouch disbursements. 

c) Analyze the account for content. 

d) Amortize rapidly. 
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13. Unamortized bond discount and expense. 

a) Analyze the account for correctness of amount. 

b) Calculate the amortization. 

c) Remove unamortized amounts on partial debt retirements. 

PREPAID EXPENSES 
Prepaid Insurance Premiums 

Common types of insurance involving prepayments are fire, burglary, 
theft, sprinkler, plate glass, messenger, boiler, tornado and windstorm, li¬ 
ability, holdup, elevator, fidelity, cheque forgery, use and occupancy, and 
workmen’s compensation insurance. 

1. Prepare a Schedule and Examine the Policies. Working papers are 
prepared so that each policy is listed, as shown in Illustration 46. The audi¬ 
tor must obtain the original policies and compare them with the Insurance 
Register, if one is maintained. During the course of scheduling the policies 
and comparing them with the Insurance Register, the auditor should refer 
to his schedule of the last prior audit and note policy cancellations and new 
policies purchased. This is necessary in order to obtain a clue as to losses, 
policy cancellation, and the issuance of new policies. 

In a first audit, all insurance accounts should be analyzed to be certain 
that the balance of the prepaid insurance was correct as of the beginning of 
the period. In a repeat engagement the balance of the accounts at the be¬ 
ginning of the period should be checked against the former working papers. 

The policy should be written with the client as the sole beneficiary, or 
with a mortgagee as the beneficiary (in which case the policy will be in 
the hands of the mortgagee), or with the client as the beneficiary with an 
endorsement to the mortgagee. If the policy is not drawn in favor of the 
client, or if a policy is recorded in the Insurance Register and is not on hand, 
or if paid cheques indicate premium payments and the policy cannot be pro¬ 
duced, a clue is immediately given that a liability should be on the books, 
since it is probable that a lien exists against the insured assets. If, from the 
policies presented or from the Insurance Register, the auditor is doubtful 
of the insurance in force, he should obtain direct confirmation thereof from 
the broker or the insurance company. 

When scheduled, the policies should be sorted according to the type of 
insurance; and the debit entries in the various insurance accounts must be 
vouched from the policies or the register, using insurance receipts and paid 
cheques as payment evidence. 

In scheduling the policies, the auditor should be certain that all policies 
are submitted for examination. In order to accomplish this, he must ( a ) 
trace all premium payments for the period if the internal control is poor or 
if there is reason to believe that all policies are not submitted or ( b ) test 
premium payments sufficiently to satisfy himself that all policies are sub¬ 
mitted. 

ILLUSTRATION. A client insured his inventory for $325,000 under one 
fire insurance policy, which is submitted to the auditor. The auditor 
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discovers an entry in the Cash Disbursements Record for an addi¬ 
tional premium payment covering the inventory, but a policy is not 
submitted. Upon inquiry, the broker confirms the j325,000 of cover¬ 
age plus an additional $100,000 of "specific" coverage based upon the 
monthly fluctuations in the inventory. The client did not submit the 
"specific" policy due to the fact that the insurance company had made 
certain refunds to the client under the specific coverage, which the 
client diverted to his private use. 

2. Compute the Prepaid Insurance Premiums. Insurance expense ordi¬ 
narily is prorated over the life of the policy on a straight-line basis. The 
short-rate cancellation method is not used for an operating concern due to 
the normal expectation of continuing the insurance in force. In the event of 
bankruptcy and the preparation of a statement of affairs, the cancellation 
values are used. 

After computing on his working papers the amount of the prepaid in¬ 
surance and the insurance expense, the auditor must, of course, verify these 
amounts against the amounts as shown by the clients ledger accounts for 
both prepaid amounts and expenses. 

In connection with workmen s compensation and liability insurance, it is 
entirely possible that a liability for additional premiums rather than a pre¬ 
paid amount may exist at the balance sheet date. Payrolls are the basis for 
liability and compensation insurance, and a deposit is customarily required 
of the client; in order that the auditor may determine the existence of an 
unrecorded liability of this nature, he should proceed as follows: Take the 
total payroll from the policy date to the balance sheet date and multiply 
by the insurance rate; from this total, subtract the premiums paid in order 
to ascertain the existence of any additional liability. Excess premium pay¬ 
ments are carried forward as prepaid expenses. 

In connection with insurance carried with mutual insurance companies, 
the insured may be called upon for an additional premium payment if the 
mutual company operates at a loss. This possibility is so remote, however, 
that the Committee on Auditing Procedure, in Bulletin No. 7, has stated 
that there is no necessity for making a notation in the balance sheet of Such 
a contingency. 

After computing the prepaid insurance premiums for all policies, ad¬ 
justing journal entries should be prepared to reflect the proper amount of 
prepaid expense and the proper amount of periodic insurance expense. 

3. Examine Refunds and Claims . Credits to the insurance accounts are 
the result of policy cancellations and refunds for excess specific coverage. 
Original data for these items appear in the cash receipts records, in policy 
endorsements, and in correspondence from the insurance broker or com¬ 
ply- 

If claims for reimbursement under policy protection have been filed with 
the insurance companies, those claims should be reflected in the financial 
statements of the client. 
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4. Determine the Adequacy of the Insurance. In connection with the 
examination and scheduling of insurance, there are many points of im¬ 
portance for the auditor to watch. One of the most important aspects is to 
ascertain that insurance coverage is adequate for all risks insured. Coin¬ 
surance clauses should be examined because of their importance; they pro¬ 
vide that the insured shall maintain insurance of at least 80 per cent (as¬ 
suming an 80 per cent clause) of the present sound value of the property 
and that, failing to do so, the insured becomes a coinsurer to the extent of 
all amounts below 80 per cent and to that extent must bear the propor¬ 
tionate loss. If the insurance carried is over 80 per cent of the actual cash 
value, the coinsurance clause is automatically non-operative; and the in¬ 
surance company is liable for the entire loss up to the face of the policy. In 
his report the auditor should discuss the adequacy or inadequacy of the in¬ 
surance in force. By examination of insurance policies the auditor frequently 
obtains indirectly information about changes in property values, disposition 
of assets, retirement of assets not disposed of, title to properties, and exist¬ 
ence of liens and mortgages. 

Inventories constantly fluctuate in volume and in the total cost of the 
items. In order to obtain adequate insurance for this fluctuating value—and 
yet not be overinsured—some firms carry a policy wherein the premium is 
based upon the average cost of the inventory, computed upon the submisssion 
of inventory figures to the insurance company each month. For a variation 
of this type of policy, see page 369- 

Fidelity bond insurance should be checked against the Minutes Book of 
the board of directors. In addition, the adequacy of the amount of the 
fidelity bond insurance should be reviewed from the standpoint of the re¬ 
quirements of the existing code of regulations of a corporation. If necessary, 
the auditor might suggest an appraisal of the fidelity bond in view of changes 
in the operations of the client or changes in specific personnel. 

Prepaid Rent 

The auditor should examine the leases and abstract therefrom all im¬ 
portant information for inclusion in his working papers. From the leases 
can be computed the rent expense applicable to the period under audit and 
the amount prepaid. The ledger accounts for prepaid rent and for rent ex¬ 
pense must be examined and analyzed to determine their correctness as 
ascertained from the computations. All rental payments must be verified by 
examination of vouchers authorizing the rental payments. 

In some contracts, the terms of the lease provide that the lessee pay the 
property taxes. In such cases, taxes should be charged to the Prepaid Rent 
account and properly prorated if they have been prepaid or properly ac¬ 
crued if they are to be paid after incurrence. 

Certain leases stipulate that an amount of money be deposited with the 
lessor, as a guaranry, to be returned upon the expiration of the lease, or to be 
applied to rentals of the final periods, or to be deducted from periodic rent 
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payments. If the deposit is to be prorated over and deducted from periodic 
rent payments, it should be treated as a prepaid expense; if the deposit is to 
be returned at the expiration of the lease, it is not a prepaid charge but 
should be shown as a non-current asset—a non-trade receivable. If a bonus 
is paid to obtain a lease, a prepaid charge should be established and amortized 
to rent expense over the life of the lease. 

In many cases, leased property or portions of it are subleased. In such in¬ 
stances the auditor must examine provisions of the sublease, note the pro¬ 
visions in his working papers, and trace the cash receipts into the records. 
Some companies credit sublease income to their accounts for rent expense, 
and others show the income from this source as a separate item. 

If there is a rental agreement wherein the rent is a fixed amount plus a 
stipulated percentage of sales, the auditor must exercise extreme care in the 
examination of the sales revenues. 

Taxes Paid in Advance 

Certain taxes are currently paid, some are accrued, and others are paid in 
advance. 

Working papers must be prepared, showing the following data: 

1. The type of tax—for example, franchise tax, intangibles tax, personal 
properry tax, real property tax, sales tax, excise taxes, etc. 

2. The tax period and the date the tax is payable 

3. The basis of levy of the tnx 

4. The amount of the tax 

5. The amount accrued 

6. The amount prepaid 

7. The tax expense for the period 

8. The dare when the tax, if overdue, becomes a lien on assets 

The auditor must independently verify the tax computations, check the 
amount of the tax according to the tax return or tax bill against the vouchers 
drawn for payment, and then vouch the payments into the disbursements 
records. 

For the majority of taxes the tax period does not coincide with the ac¬ 
counting period, thereby causing accruals and prepayments. Most taxation 
problems result in tax accruals, as exemplified by the federal income tax, 
employer social security taxes, non-stamp excise taxes, etc. Other taxes re¬ 
sult in prepaid items, as in the case of state franchise taxes, which are ordi¬ 
narily paid, in advance, for the privilege of conducting operations during 
the succeeding taxable year. 

Real and personal property taxes may be paid in advance, or they may 
not, depending upon local laws; normally, they are accrued and not prepaid. 
Certain tax jurisdictions collect real and personal property taxes quarterly 
or semiannually, whereas others collect them annually. In addition, the 
fiscal year of certain tax jurisdictions is not the calendar year; and, even if 
it is the calendar year, that period may not coincide with the fiscal year of 
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the taxpayer. The following quotation is excerpted from Research Bulletin 
No. 10, issued by the American Institute of Accountants and devoted to real 
and personal property taxes: 

Unlike excise, income, and social security taxes, which are directly related 
to business events, real and personal property taxes are based upon the assessed 
valuation of property as of a given date. For this reason the legal liability for 
such taxes is generally considered as accruing at a given moment, rather than 
over a period of time. It has generally been held that the taxes become a liability 
at the point of time when they become a lien. The Internal Revenue Depart¬ 
ment, however, holds that such taxes accrue on the assessment date. 

The most difficult phase of scheduling prepaid taxes is the determination 
of the amount of the prepaid tax in relationship to the taxable period cov¬ 
ered. To this problem the auditor must devote close attention, especially in 
view of the variation of laws among the taxing authorities. 

In many instances the client will have his various tax computations made 
preceding the visit of the auditors; in such cases the auditor must verify all 
of the client’s figures just as thoroughly as if he were making the original 
computations. The principle of offset should not be used in connection with 
the scheduling of taxes. In the balance sheet it is common and acceptable 
practice to show prepaid taxes under one caption. 

Prepaid Interest and Discount 

Interest paid or deducted in advance preferably should be scheduled upon 
the working papers prepared for the notes payable (or customers’ notes dis¬ 
counted) upon which the interest was deducted at the time of making the 
loan. 

If interest is scheduled on the notes payable working papers, the prepaid 
interest should be cross-indexed to the schedule for prepaid expenses. In 
some cases, interest prepayments are scheduled separately from the notes 
payable working papers; and in still other cases a working paper sum¬ 
marizing prepaid interest charges is prepared from the notes payable work¬ 
ing papers and inserted along with the schedules for prepaid expenses. Re¬ 
gardless of the preference of the auditor in this respect, he must always trace 
the interest entries through the journals or note registers and into the ac¬ 
counts. Most original entries for interest paid in advance appear in the cash 
receipts journals. Interest on demand notes is on an accrual instead of a 
prepaid basis, owing to the indeterminate period of the note. For demand 
notes, bills for interest are rendered the borrowers at regular intervals, usu¬ 
ally once each month. 

Commissions Paid in Advance 

Prepaid commissions come into existence when salesmen operating on a 
commission basis are permitted to draw against future earnings. In some in¬ 
stances the understanding between the employer and the salesman is that 
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all advanced commissions must be earned; in other cases the advanced com¬ 
missions are simply minimum salary amounts. In the latter situation, if the 
salesman does not earn the advance made during a stipulated period, the 
difference between the permitted advances and the actually earned com¬ 
missions may be charged to current expenses and the arrangement started 
anew; or the difference may be carried forward as a prepaid item, to be 
worked out by the salesman. To audit the Prepaid Commissions account 
properly, the auditor must familiarize himself with the arrangements cover¬ 
ing the employment of the salesmen and the method of remuneration. Oc¬ 
casionally, the difference between minimum salaries and actual earnings, 
when the latter figure is below the minimum, is carried forward as a pre¬ 
paid item, even though the salesman starts each given period with his un¬ 
earned commissions canceled. A carry-forward of this nature should not be 
permitted. The auditor must be certain that salesmen for whom prepaid 
commissions are carried forward are employed by the client at the balance 
sheet date. If the prepaid expense is for an ex-employee, it should be charged 
off at once, since the collection possibilities are remote; some companies have 
been known to carry large amounts of prepaid commissions which are never 
earned by the employees. 

Salesmen’s reports and commission agreements must be examined to de¬ 
termine the commissions earned; and this item is verified against the basis 
of the earnings—sales, for example—and the withdrawals of each individual 
to determine the prepaid commissions, if they exist. If prepaid commissions 
are material in amount, confirmations of the amounts should be obtained di¬ 
rectly from the salesmen. 

If the commissions analysis shows accrued commissions for some sales¬ 
men, these must be shown as current liabilities and must not be offset 
against prepaid commissions. After analyzing the commissions, the auditor 
must be certain to vouch all commissions to the accounts involved so that 
expenses are correctly shown. 

Advances to Employees 

Advances to employees and officers for company operating purposes must 
not be confused with loans to employees; the latter are not prepaid ex¬ 
penses. Some concerns fallaciously consider advances to buyers, officers, and 
employees to be cash; this is not true, since the items are simply future ex¬ 
penses paid in advance of the incurrence of the expense. Most companies ad¬ 
vance lump sums of money. Some require that all unexpended amounts be 
returned, in which case the prepaid advances should be credited upon the 
return. Others operate the funds on a revolving or petty cash basis, in which 
case reimbursements are made to the employees for expended portions, 
which will bring the fund in the control of the employee up to the original 
lump sum; each report is charged to expense as it is received. The auditor 
must examine the reports and vouchers received, and he should investigate 
each advance for which expense reports have not been received at the close 
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of the period. In this manner he determines the amount of the advances to 
be charged to expense and the amount to be treated as a prepaid item. If 
it is material, the advance should be confirmed. In some cases, signed re¬ 
ceipts are required of the persons receiving the advances. If this is the case, 
the auditor should compare the receipts with the entries in the accounts. In 
any event the auditor must use his good judgment as to the amount of de¬ 
tailed work to be performed. He must exercise care not to waste time on 
non-essentials, and at the same time he must be certain that expenses and 
assets are accurately portrayed. 

Prepaid Selling Expenses 

The purpose of deferring selling expenses should never be to present a 
better-appearing income statement or a stronger balance sheet. Prepayments 
of selling expenses should exist only in connection with expenses incurred 
to obtain business for a future period and then only when the business is 
definite as far as the future is concerned. As a general rule, selling costs 
should be charged to expense as they are incurred, because of the uncer¬ 
tainty of the development of the future sales. In certain businesses of a 
distinctly seasonal nature, selling expenses may be incurred in one season— 
autumn, for example—for orders to be manufactured or shipped in the fol¬ 
lowing spring. If the accounts are closed in the interim, there may be some 
justification for deferring expenses until the specific sale is made, against 
which the expenses are incurred. 

Prepaid Advertising Expenses 

Large national advertising campaigns frequently have no effect on in¬ 
come until a later time; even in such cases there may be no reason for de¬ 
ferring the advertising costs, since there may be no definite future period of 
benefit. Neither is there much justification for deferring advertising of an 
institutional nature, because this is a general advertising program. 

Occasionally, there might be a reason for deferring a portion of certain 
advertising costs to future periods to be benefited, so that current expenses 
are not distorted to a point where comparative figures become valueless. 
Specific instances are cited below. 

Advertising calendar costs may be charged off in equal amounts each 
month of the calendar year. 

Undated advertising gift materials—cigar lighters, pocket wallets, ash 
trays, pencils, etc.—should be inventoried periodically and the cost (or less, 
if obsolescence is present) set up as a prepaid expense. 

If, in the last month or months of a fiscal period, costs are incurred for 
the printing of catalogs, mail copy, and other advertising display materials 
to be used in the succeeding fiscal period, those costs should be deferred to 
that period. 

If an advertising department which prepares its own copy is maintained, 
the cost of usable supplies should be inventoried, if material, and deferred. 
If not material, the items should be charged to expense. 
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In all cases the auditor should (a) analyze the expense account, ( b ) 
relate the expense to existing advertising contracts, ( c ) verify the prepaid 
expense accounts, and ( d ) discuss the situation with the client and use his 
good judgment as to the propriety of the prepaid expense. 

Dues and Subscriptions Paid in Advance 

If material in amount, payments in advance of the balance sheet date 
made for dues to trade and civic organizations and payments for subscrip¬ 
tions to periodicals may be set up as prepaid expenses. Owing to the annual 
recurring nature of these items and their relative insignificance, it is common 
practice to charge the items to expense upon incurrence. 

Supplies Inventories —Office and Factory 

Office Supplies. If not of significant amount, recognized accounting 
practice permits disbursements for office supplies (stationery, ink, forms, 
etc.) to be charged in entirety to expense in the period of incurrence. If the 
amount of such items is material, a prepaid expense should be established 
on the basis of a physical inventory and pricing of the items; in this case 
the auditor may test-check quantity, price, and clerical accuracy of compu¬ 
tations on the same basis as in the verification of raw material inventory. In 
all cases the auditor should use sound judgment concerning the practices of 
the client. 

If stamps—postage, transfer, or tax stamps—exist in significant amount, 
they should be counted, priced, and shown as prepaid costs. Some concerns 
treat stamps as a part of their petty cash funds, in which case the petty cash 
should be reduced by the total of the stamps on hand, for balance sheet pur¬ 
poses. Frequently, stamps are contained in the same ledger account as sta¬ 
tionery and other office supplies; there is no objection to this procedure. For 
mail-order houses, manufacturers who affix tax stamps, and companies ac¬ 
cepting stamps in exchange for products, the total stamp volume may run 
to large amounts; even in such cases the stamps definitely must not be com¬ 
bined with the cash, because stamps arc not a commonly accepted medium 
of exchange. 

Factory Supplies. Factory supplies which do not ultimately become an 
integral part of the finished product but are used as necessary adjuncts to 
production and the general operation of the factory nevertheless do become 
a part of the cost of production via factory overhead charges; the remaining 
cost of these supplies is a prepaid expense at the balance sheet date. If the 
items become a part of the finished product, they are considered as raw ma¬ 
terial inventory. The same remarks, valuation principles, and auditing prin¬ 
ciples and procedure apply to all factory supplies as to office supplies. 

Factory supplies may be audited by comparison with the preceding year. 
If differences appear, they should be investigated. Quantities may be test- 
checked and compared with book figures. Obsolete items must be excluded 
from the inventory. The auditor should review the methods used to control 
the physical items in order to prevent unauthorized usage of all supplies. 
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DEFERRED CHARGES 
Leased Property Improvements 

Improvements, rearrangements, and alterations to leased properties 
should be amortized over the life of the improvement or the life of the 
lease, whichever is shorter. In the majority of cases the effects of remodel¬ 
ing and alteration revert to the landlord at the expiration of the lease. 
Normally, the examination of the lease will disclose the tenant’s responsi¬ 
bility for improvements, rearrangements, and alterations, and the rights of 
the tenant and the,landlord at the expiration of the lease. If a lease includes 
a renewal option clause, the improvements still should be amortized over 
the life of the improvement or the life of the lease, whichever is shorter, 
since it is not known if the lease will be renewed. 

Plant Rearrangement Costs 

Capitalized plant machinery and equipment rearrangement costs, and 
the amortization of those capitalized items, preferably should be authorized 
in writing. The objective of incurring costs for plant rearrangement is to 
increase profits through the medium of more effective operations and a re¬ 
duction of operating costs. When the rearrangements or alterations are con¬ 
nected with owned or leased properties, they should be treated as deferred 
charges only if future efficiency and profits are thereby benefited. At the 
time machinery and equipment are rearranged, there is no assurance that 
future business will benefit; consequently, deferred plant rearrangement ex¬ 
pense becomes an extremely doubtful deferred charge. The most conserva¬ 
tive practice is to charge these costs to expense at the time they are incurred 
or, if they are in the nature of major repairs or replacements which lengthen 
the life of an asset, to charge the costs to the proper allowance for deprecia¬ 
tion. 

When the auditor encounters deferred plant rearrangement costs, he 
must determine by examination and vouching that all charges are correct 
and proper. He must also ascertain that the amount deferred is being 
charged to expense either on the basis of a proportionate amount each year 
or on the basis of a selected annual amount which is sufficiently large to 
amortize the account over a few years. 

Analogous to the deferment of plant rearrangement costs and alterations 
to leased properties is the cost of stripping or removing the overburden of 
mines before operations are begun. In such a case, it is common practice to 
write off the stripping costs on the basis of the quantity of ores extracted. 

Developmental, Experimental, and Promotional Costs 

When developmental, experimental, and promotional costs are deferred 
to future periods, the auditor should feel certain that the expenses definitely 
will benefit those future periods; and he must examine the accounts to be 
certain that current operating expenses are not included. If the result of the 
development, experimentation, or promotion is not a success, future years 
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do not benefit; and the expenses should have been charged off as such at 
incurrence. Each case must be studied and good judgment exercised as to 
the propriety of the amount deferred. It is quite difficult to prove that a 
future period will be benefited by currently incurred expenses of this na¬ 
ture; therefore, the author believes that expenses ostensibly for future bene¬ 
fit should be discounted in full. 

If a company regularly maintains a department devoted to research or 
experimental work or product development, all costs should be charged to 
expense upon incurrence due to the recurring nature of the expense. 

Frequently, expenditures for developmental and experimental costs are 
incurred in connection with the development of patents; in such a case they 
are deferred until patents are granted, at which time they are permanently 
transferred to the Patents account. If this practice is followed, and if patents 
are not granted, the costs should be written off immediately. Often patents 
are granted which have no value so far as earning capacity is concerned; in 
such cases the amounts should not be transferred to the Patents account, or 
the Patents account should be reduced if the transfer already has been made. 
If the client seriously desires to carry developmental, experimental, and 
promotional expenses forward as deferred items—and if he believes that 
those costs will result in valuable patents—the auditor should always be 
certain that the items deferred are reasonable. 

The author believes that the best intentions of conservation and safety 
are served if these expenses are written off as they are incurred. However, 
for those who do not hold to this tenet, and in cases in which the client de¬ 
sires to defer certain portions of such expenses even in the face of the audi¬ 
tor’s objections, those expenses for development, experiment, and promo¬ 
tion incurred at the beginning of a business enterprise can more logically 
be deferred than such expenses incurred for a concern that has been in op¬ 
eration. 

Public Utility Service Deposits 

Public utility companies frequently require a deposit pending the grant¬ 
ing of service, either as a condition to receive service or as a fund to assure 
the payment of current bills. These deposits may or may not be returned 
upon the discontinuance of the service. If the deposit is not refundable, it 
should be charged to expense at the date of disbursement; or, if material in 
amount, it should be amortized over a few periods. If the deposit is re¬ 
fundable and is material in amount, the auditor should read the terms of the 
deposit; if interest is allowed, he should test-vouch the interest credits. If 
individual deposits are large, and if the auditor suspects that liens may exist, 
he should confirm the deposit as of the close of the period. 

Organization Expense 

Organization expenses are incurred by a corporation during the original 
formative period preceding income-producing operations. They stop when 
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the corporation is ready to begin operations. Organization expenses include 
such charges as legal and accounting fees for incorporation, state incorpora¬ 
tion fees, security registration and listing fees, charges for the printing of 
capital stock certificates, recording fees, commissions and fees paid to pro¬ 
moters, stock sales commissions, and legal and accounting fees for the forma¬ 
tion of a merger. 

Occasionally, one discovers that the losses of early years have been 
charged to Organization Expense, in which case the account has been used 
as a subterfuge for a deficit account. Occasionally also, discount on capital 
stock sold and the cost of accounting system installation are found in the 
Organization Expense account. Such practices should be discouraged. 

The major work of the auditor consists of analyzing the Organization 
Expense account, tracing the charges ro approved minutes of the board of 
directors or of the stockholders, verifying the correctness and legitimacy of 
all charges, and becoming acquainted with the method of amortization. He 
must definitely determine that the charges represent only expenses ap¬ 
plicable to organization. 

Charges to the account must be supported by authorizations and invoices 
and by paid cheques when cash is expended. Accountants differ as to the 
amortization of organization expense, some claiming that the account rep¬ 
resents charges necessary to the permanent organization of the company and 
that failure on the part of management to amortize the charges should 
therefore not be criticized by the auditor. The best plan is to charge or¬ 
ganization expense off as rapidly as possible, preferably in the first year of 
operations and certainly over a maximum period not to exceed five years. 
Most accountants now agree to the rapid write-off of organization expenses 
because of the rather unconvincing reasons advanced in defense of carrying 
it as a permanent asset. The author believes in charging it off as it is in¬ 
curred, so that improper deferment will be discouraged. When organization 
expenses are amortized, the charge should be to Retained Income or to Paid- 
In Surplus, if such an account exists, rather than to an expense account, since 
the organization expenses were incurred from originally contributed capital. 

The costs of reorganization of a capital structure—as opposed to original 
incorporation costs—may properly be set up as deferred charges, if material, 
if future periods are to be benefited and if current earnings or surplus can¬ 
not properly absorb the charge. 

Capital stock issuance underwriting costs incurred after a corporation 
has been in operation may properly be set up as deferred charges if the 
amount involved is significant and if current-period earnings cannot prop¬ 
erly absorb the charge. Such costs should not be deferred for more than 
three years. The auditor should examine the underwriting contract, trace 
the cash receipts to the records, examine all journal entries relating to the 
stock issue, and examine the remittance statements from the broker or un¬ 
derwriting syndicate. 
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Unamortized Bond Discount and Expense 

Bond discount and expense may be amortized by the straight-line method, 
the scientific method, or the bonds-outstanding method in the event of 
serial issues. The straight-line method is the most commonly used; the 
scientific method is the most accurate; and the bonds-outstanding method is 
employed in connection with serial bonds. When the straight-line method 
is used, the amortized discount plus interest equals a constant percentage 
of the par of the bonds. When the scientific method is used, the amortized 
discount plus interest equals a constant percentage of the book value of 
the bonds. Regardless of the method employed, the purpose is to write the 
total amount of original discount off the books over the life of the bonds. 
If bonds are made callable at a date preceding maturity, the discount should 
be amortized from the date of issue to the callable date; or, if the retirement 
date is decided upon after the bonds have been outstanding for some time, 
amortization must take place from the date of decision to retire early to 
the call date. If bonds are to be retired at a premium, the periodic charges 
are thereby increased. 

Bonds of corporations usually are sold in entirety to a broker, bank, 
underwriter, or syndicate, at a price below that at which the issue will be 
offered for public sale. The purchaser of the entire issue then disposes of 
the bonds to the investing public at a price above the purchase price, thereby 
permitting the marketing agency a profit. To the discount granted the un¬ 
derwriters are added legal fees, appraisal costs, and any other costs necessary 
to issue the bonds. The total of the issuing costs and the discount must be 
prorated over the bonds during their outstanding life, or in accordance with 
the retirement plans set forth in the preceding paragraph. Under another 
plan of marketing, the underwriting syndicate will agree to market the 
bonds as the agent of the corporation. This method avoids risk to the 
syndicate, since the syndicate will contract to sell the bonds for a commission 
expressed as a percentage of the sales price. 

If the bonds are given in exchange for property, discounts do not arise 
unless the situation is obviously one indicating property values received 
substantially below the par of the bonds or when bonds of the same issue 
are selling for cash at a discount. 

The auditor must ascertain that only the expenses of issuance and dis¬ 
count are included in the Unamortized Bond Discount and Expense account. 
Trust indentures and underwriting syndicate contracts must be examined 
and their contents noted for such items as retirement provisions, call dates, 
refunding features, conversion privileges, underwriting costs, etc. Compu¬ 
tations of amounts charged to expense or capitalized by charges to fixed 
assets constructed must be verified. In the audit report, comment should be 
made upon the acceptability of the method of amortization. The capitaliza¬ 
tion of bond discount and expense, the amortization policy, and charge-offs 
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must be properly reflected by authorizations of the board of directors or the 
finance committee. 

The auditor must verify the correctness of the issuing costs and the dis¬ 
count and ascertain that the deferred-charge account for the discount and 
expense has been correctly charged. He must compute the periodic amortiza¬ 
tion according to the method employed and verify the figures of the client 
in order to arrive at the correctness of the remaining deferred charge. 

Accountants occasionally differ as to whether unamortized bond discount 
and expense is a deferred charge to operations or a liability valuation ac¬ 
count. Bonds payable are almost always, and always should be, carried at 
par in the Bonds Payable account and in the balance sheet, since the maturity 
liability is par. The question of treating the bond discount and expense as a 
deferred operating charge or as a valuation account can be admirably de¬ 
fended by each party to the controversy; today, however, it is almost uni¬ 
versal practice to present the unamortized bond discount and expense as a 
deferred charge. The author believes that the item should be shown in the 
balance sheet as a deferred charge because of the similarity of handling this 
charge and other deferred charges and because of the fact that operations of 
future periods must absorb the discount as an expense along with interest. 
In addition, the liability incurred is the par value of the bonds, not a lesser 
sum. 

If a bond issue is retired prior to the maturity date—and if the bonds are 
not refunded—the remaining balance in the Unamortized Bond Discount 
and Expense account should be eliminated from that account. Accounting 
Research Bulletin No. 32 recommends that this charge-off be made to 
Retained Income if the amount is significant in relation to net income and if 
the charge to net income would distort the income statement. Many ac¬ 
countants, however, prefer to deduct the amount of the charge-off in the 
income statement, setting it forth separately and specifically as a non¬ 
recurring item, so that normal net income will not be distorted and in such 
a manner that is not misleading. The reader should familiarize himself with 
Accounting Research Bulletins No. 2, No. 18, No. 23, and No. 32 for this 
provision and the provisions of the following paragraphs. When bonds are 
partly retired, the auditor must determine that the related discount and ex¬ 
pense are charged off, thus leaving as the unamortized balance of the ac¬ 
count only the amount pertaining to the bonds still outstanding. 

Frequently, bond issues are refunded before maturity. Here again, there 
is no uniformity of treatment of the amount of unamortized discount and 
expense, and redemption premium, on the refunded issue. In accordance 
with Accounting Research Bulletin No. 2, there are three methods of dis¬ 
posing of the unamortized balance: 

1. Write off the unamortized discount and expense and the redemption 
premium applicable to the original issue to Retained Income at the time of 
refunding. 

2. Defer rhe unamortized premium or discount and other costs applicable to 
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the original issue, and amortize them over the remaining life of the 
original issue, just as if refunding had not occurred. 

3. Defer the unamortized premium or discount and other costs applicable 
to the original issue, and amortize them over the life of the new bond 
issue. 

The Committee on Accounting Procedure of the American Institute of 
Accountants recommends that the first alternative be followed. When the 
amount written off is material, it should be charged to Retained Income. 
Since such a charge is deductible for income tax purposes in the year of 
refunding ( Great Western Company of California v. Commissioner of In¬ 
ternal Revenue [297 U.S. 545]), any income tax advantage obtained from 
the charge-off should, in accordance with Bulletin No. 23 , also be shown in 
the Retained Income account. The advocates of the "current operating per¬ 
formance" type of income statement are supported in this respect in 
Bulletin No. 32, Bulletin No. 23 and Bulletin No. 32 supersede Bulletin 
No. 18, which propounded the theory of the income statement charge. Be¬ 
cause the original contract is terminated upon refunding, the author be¬ 
lieves that all unamortized costs should be charged off at the time of re¬ 
funding. 

The Securities and Exchange Commission has refused to approve the 
charging of unamortized discount to the Capital Surplus account, on the 
premise that income is thereby relieved of charges that would have been 
recognized had the refunding not taken place. As expressed in Accounting 
Release No. 10, the Commission approves of charges to income or to 
Retained Income. Accounting Release No. 10 deals with unamortized dis¬ 
count and expense existing at the date of retiring a bond issue by selling 
capital stock and using the proceeds for retirement. 

Lasts, Drawings, Patterns, Molds, Templets, Etc. 

If these items do not have a sufficiently long life to classify them as 
fixed assets, they should be classified as deferred charges. The period of 
amortization should not exceed the expected useful life of each item. The 
auditor should discuss the expected useful life of these items with the 
proper plant personnel and verify the cost of the items, the computation of 
the amortization, and the reasonableness of the carrying value of the amount 
deferred. 

Standard No, 18 

Based upon the auditing procedures set forth and developed in this 
chapter, the following standard for prepaid expenses and deferred charges 
is presented: 

No. 18. "By documentary evidence and by record examination, the 
auditor must determine that all amounts carried forward as prepaid 
expenses or as deferred charges actually are properly chargeable to opera¬ 
tions and periods beyond the balance sheet date and that the methods of 
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Illustration 47 


INTERNAL CONTROL QUESTIONNAIRE 

Prepaid Expensfs and Deferred Charges 


Y EB 

No 

Not 

Applic ihle 



— 

1 Art lapitali/ed items properly authorized 7 


2 Is amortization properly authorized or otherwise supported 7 



i Are lump Bum chargt offs properly autlnn/cd 7 




4 Is the insurance program properly reviewed periodically tD deter 
mine 




a) Thai the insurance is in force 7 




b) That the insurance is idt-quate 7 




5 Is all insiir ini_e under the program diligiLLd to one broker 7 



1 (i Dues the company exerciBt pr iprr miirnal cmitiol over insuruiLe 



premium payments 7 



7 Are iiiBiiraiiLe premium payments regularly i becked against in 



Biirance policies and brokers’ bills? 




S Are all msuranri pnliuis undir tin control of ont person who does 




not have acLesB to lash diBburseinentB 7 


— 


l ) Are prtmiuin refunds pr iperly in unled for 7 

-- 


10 When prepaid i xptnBrB ire pun lnsrd is i mpany policy uniform 



with TLspect to LhargCB to assets and lIiii^lh ti c. pmms 7 


11 Are origin il debits u deferred charge acci untB propir items to he 


-- ~ 

deferred 7 

— 

12 Do you consider defrn ed Lhirgcsl brpirpei debits 7 


U Do you LriiBidn th H dt Irrred ill irps ire pi (eily uiirlizrd 7 




14 I)o you commier tin 1 iliiuc slit c I p rh n f difemd il irges to 




he 

— - 



a) D\ ei st ited 7 



b) Undt rsl it t d 7 



rl Proper 7 


Prrpirid by _ __ — _ _ _ ___ 

DaiL _ _ ____ 

Re :il vvrd by _ - --- 

Date-------- 

amortization of the respective items are in accordance with accepted account¬ 
ing principles.” 

internal Control Questionnaire for Prepaid Expenses and Deferred 
Charges 

Illustration 47 presents an internal control questionnaire for prepaid 
expenses and deferred charges. 
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QUESTIONS AND PROBLEMS 

1. As of December 31, 1951, the Kendall Corporation has $3,000 of prepaid 
fire insurance on its buildings. You have examined the accounts and have 
found the prepaid insurance to be correctly stated. On June 30, 1952, a 
fire destroyed a building, causing a loss of $84,000. The insurance company 
paid the loss. How would you treat the $3,000 prepaid insurance as of June 
30, 1952? 

2. The Kenilworth Company has 200 individual insurance policies covering all 
phases and operations of its business activity. You are engaged in an audit 
of the records of the company. An insurance department cares for all in¬ 
surance matters of the company. What procedure will you follow to satisfy 
yourself of the accuracy of the prepaid insurance at the end of the year under 
examination? 

3. During your examination of the insurance policies and tht insurance ac¬ 
counts, what would you particularly watch in order to protect your client 
from possible financial loss, in addition to determining the adequacy of the 
insurance carried and verifying the correctness of the prepaid amounts? 

4. At December 31, 1951, the Insurance Expense account on the records of the 
Kennedy Company has a debit balance of $3,43 i. A Prepaid Insurance ac¬ 
count is not carried, all premiums being charged to expense as they are in¬ 
curred. 

Based upon the examination of the policies listed below, prepare ( a ) an 
insurance schedule and (b) the necessary adjusting entry or entries properly 
to set up the prepaid insurance as a prepaid expense. 


Insurance Company 

Pnliry 

No. 

Coverage 

Policy 

Date 

Expira¬ 
tion Dale 

Total 

C’nv erage 

Premium 


! 

I' actorv building, fire 







and extended 

7-1-50 

6-30-53 

$ 100,000 

$324 

National Fire. 

2 

Factory machinery, 




864 



fire and extended 

8-16-51 

H-15-54 

250,000 


3 

Ofhtc hull dine, fire 




150 



and extended 

2-1-47 

1-31-52 

25,000 

Shell uninn. 

4 

Oflur equipment, fire 




240 



and extended 

10-1-48 

9-30-S3 

27,000 

Standard of Detroit . 
Travelers Insurance 

5 

Merchandise, fire 

5-1-51 

4-30-52 

310,000 

444 

Company . . 

6 

Delivery equipment. 




240 

Travcleis Insurance 


firr and theft 

8-1-51 

7-31-52 

24,000 

Company. 

7 

Delivery equipment, 


7-31-52 

50,000-100,000 

36 


liability 

8-1-51 

Old Colony. 

8 

Ins.de illirft and 






burglary 

11-1-51 

10-31-54 

20,000 

450 

Ameriran Surety 







Company. 

9 

Employee fidelity 

3-1-51 

Z-ZH-54 

Position $30,000 

900 

Stale Insurance Com¬ 






pany. 

10 

Workmen’s com¬ 






pensation 

9-1-51 

8-31-52 

Payroll total at 

Deposit 






$0.25 per $100; 

of$500, 






payroll from 9-1-51 

made on 






lu 12-31-51 wan 
$82,000 

9-1-51 


5. Under what conditions would you advocate the use of the short-rate cancel¬ 
lation value method in arriving at the amount of prepaid insurance to be 
included in the balance sheet? 
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6. Describe the ordinary procedure to be followed in the verification of pre¬ 
paid rent. 

7. The Lisbon Company rents its building and land. On July 1 of each year the 
company deposits $4,800 with the landlord, one twelfth of which amount 
is applied to each monthly rental. The gross monthly rental is $1,000. 
Prepare the necessary journal entry on the books of the Lisbon Company 
on August 1. If the Lisbon Company closed its books on December 31, 
would you classify the unused portion of the deposit as a prepaid expense 
or as a non-trade account receivable? 

8. The Sayers Funeral Car Company incurs extensive selling expenses in the 
late summer and early fall season of each year for funeral-car equipment 
and ambulances for spring season sale. All sales and manufacture take place 
according to contract, each unit being slightly different as far as acces¬ 
sories and equipment are concerned; standard equipment is not manu¬ 
factured in advance of contract. The company closes its records as of 
December 31 of each year. It is seldom uhat an order cancellation occurs. 
The company requests your advice as to the practical problems and as to 
the federal income tax regulation phases regarding the deferment of these 
selling expenses until the following year of sale. 

9- The accounts of the Kenova Clothing Manufacturing Company include 
the items listed below as prepaid expenses at December 31, 1951: 


a) Traveling expense .$4,620 

b) Advertising . 9,710 

c) Office expense. 7,250 


The explanation of each prepaid expense follows: 

a) Traveling expense: Traveling expenses of salesmen, incurred in 1951 
but applicable to merchandise to be delivered in 1952. 

b ) Advertising: Direct mail advertising copy, to wholesalers, applicable 
to the 1952 line of merchandise. 

c) Office expense: That portion of the office cost judged to be applicable 
to obtaining orders for 1952 delivery. 

Should each of these items be treated as prepaid expenses? Present 
reasons for your answers. 

10. Kenwood Stores, Incorporated, a retail department store, leased its premises 
on January 1, 1951, for a period of 10 years at an annual rental of $25,000. 
The company expended $50,000 altering the store; it was estimated that the 
alterations would have a life of 20 years. The company charged the $50,000 
to an account entitled Leasehold Improvements and showed it as such in the 
balance sheet at December 31, 1951. 

In January, 1952, you were summoned to audit the records of the store. 
What adjustments would you recommend? 

11. What criticisms would you offer and what action would you take in the 
event that you found—in a first audit—an account entitled Deferred Ex¬ 
perimental Costs which is five years old and has never been credited? 

12. Why is it necessary to compare total prepaid expenses at the beginning and 
at the end of a year? 
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13 You are auditing the books of the Hayward Company for the year ended 
December 31, 1951 This is your first audit of the company You find the 
following 1 Prepaid Expense ’ account on the books, and your investigation 
reveals the condition shown in parentheses State how you would audit 
each item Prepare working papers showing which items you wish to write 
off as charges to Profit and Loss or to Surplus Prepare adjusting entries 
showing the necessary deferred charge accounts and prepaid accounts, 
properly classified The books are not closed for 1951 In the data below, 
only the debit side of the account is shown 


Prfpaid Expense 

a) Bond discount $10,000 

(This represents the discount on $100 001) of 6 per cent, 10 year, first 
mortgage bonds, sold to the First Trust Company, January 2, 1950 ) 

b) Loss from fire 5,000 

(This represents the loss incurred in connection with a 1951 gaiage fire, 

over and above the amount of insurance recovered ) 

c ) Organization expenses 4,000 

(This represents the cost incurred in issuing no par stock in place of 

the old stock of a par value ) 

d) Prepaid salaries . 1,000 

(This represents the salary of the president for January, 1952 ) 

e) Cash short and over 200 

(This represents the debit balance of accumulated cash shortages over the 

first 10 years Cash shortages for 1951 were $8 00 These shortages arise 
from change making ) 

/) Office equipment 5,000 


(This represents the amount already paid Dn installment notes for office 
machinery purchased on a deferred payment plan The contract price of 
the machinery purchased three years ago was $10,000, with no down pay 
ment ) 

g) Prepaid interest 600 

(This is interest paid in advance Dn a $10 000 note due the First Na 
tional Bank The note is dated August 1, 1951, and is due in one year ) 

14 At what point do organization expenses cease and operating expenses begin? 

15 During your examination of the books of the Ludlow Company, you found 
the Organization Expense account as presented below Your audit was as of 

Organization Expense 


a) Legal fees for incorporation 

4,000 

x) Amortization 

B ,100 

b') Stock certificate blanks 

1 000 

Balance 

B ,100 

0 Stockholders ledgers 

100 



d ) Broker s commission for stock sold 

5,000 



0 General accounting books 

400 



/) Incorporation fees to state 

700 



g) Loss of first six months 

5,000 




$16,200 


$16,200 

Balance 

B .100 
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the end of the first year of operations. Do you consider the charges proper? 
Is the credit proper, assuming that it was as of the end of the year and that 
a similar entry is to be made one year hence? 

16. The Kenner Corporation issued $1 million of 40-year, 6 per cent bonds, at 
90. The bonds were issued 25 years ago, and the company had amortized 
2]/ 2 per cent of the bond discount at the end of each year. At the beginning 
of the current year the Kenner Corporation purchased {300,000 of the bonds 
at 80 and canceled them. During your audit, you discover that the un¬ 
amortized discount on the $300,000 of bonds for the remaining 15 years, 
amounting to $11,250, had been debited to non-operating income. 

a) What is the correct procedure with respect to the $11,250? 

b) What course would you take if the company insisted upon showing the 
$11,250 as income? 

17. The Kenny Corporation has authorized capital stock consisting of 10,000 
shares of no-par value preferred stock, entitled to $50 per share on liquida¬ 
tion, and 50,000 shares of common stock of a par value of $10 per share. 
None of the preferred stock has been issued, and all of the common stock 
has been issued. The earned surplus of the company is $200,000, and the 
paid-in surplus is $100,000. 

The corporation will issue all of the preferred stock for $70,000; it will 
be assigned a stated value of $50 per share; the excess of the sales price over 
the stated value, $20,000, will be credited to Paid-In Surplus. Legal and 
other professional costs, underwriting fees, and registration costs will amount 
to $5,000. 

Should the $5,000 costs be charged to current operations, to Paid-In 
Surplus, or to Earned Surplus; or should the $5,000 be treated as a deferred 
charge to operations? 

18. The plant of the Tamarack Manufacturing Company was partly destroyed 
by fire on the night of September 1, 1951. Accounting records were burned; 
the data given below were accumulated from various sources. The balance 
sheet at January 1, 1951, follows: 

Balance Sheet 
January 1, 195] 


ASSETS 

Cash.$ 2B,923.10 

Accounts receivable. 35,524.00 

Inventories . 50,000.00 

Automotive equipment. 3,494.40 

Machinery anil fixtures . 47,000.00 

United States Treasury bonds. 10,000.00 

Total Assets .$174,941.50 

RESERVES, LIABILITIES, AND CAPITAL 

Reserve for depreciation.$ 8,437.50 

Accounts payable. 2,553.60 

Notes payable. 4,729.50 

Common stock. 100,000.00 

Earned surplus. 59,220.90 

Total Reserves, Liabilities, and Capital .$174,941.50 
















Ch. 14] PREPAID EXPENSES AND DEFERRED CHARGES • 389 

The chequebook, not destroyed by fire, revealed the following receipts and 
disbursements: 


Customers .. 
Notes payable 
Bond interest 


Receipts 

.I 98,746.70 

. 34,376.00 

. 237.50 

$133,360.20 


Disbursements 


Notes payable .$ 917.50 

Accounts payable. 42,584.20 

Machinery . 3,750.00 

Labor. 77,366.40 

Administrative salaries . 9,675.28 

Selling expenses. 11,900.00 

Sundry manufacturing expenses . 646.62 

Rent . 4,000.00 

Office expenses. 2,418.50 

General expenses. 2,381.40 

$15576 ^90 


A report rendered to the president on September 1, 1951, showed that 
$172,952.10 was receivable from customers and that $24,457.50 was due to 
accounts payable creditors. There should be a charge of $1,012.50 for de¬ 
preciation to September 1, 1951; and the automotive equipment should be 
written down to $3,000. 

The inventory of the merchandise not burned was valued at $20,000. 
The insurance company agreed to accept the inventory of the company as 
before the fire if calculated on a basis of average gross profits at 35 per cent 
of the sales. The company’s inventory was insured for $30,000 on an 80 per 
cent coinsurance policy. There was a $5,000 loss on machinery and fixtures 
which the insurance company also agreed to pay. 

From the foregoing data, prepare the following: 

a) Journal entries to record the transactions from January 1, 1951, to 
September 1, 1951. 

b) A statement presenting the computation of the fire loss and the amount 
of the claim against the insurance company. 

c) A balance sheet as of September 1, 1951, after the determination of the 
fire loss. 

d ) A statement of income for the period from January 1, 1951, to Septem¬ 
ber 1, 1951, including the fire loss. 

(A.I.A., adapted) 

19- From the following trial balance, which was taken from the books of the 
Hoover Handkerchief Manufacturing Company as of April 30, 1951, pre¬ 
pare a balance sheet in which effect has been given to such changes as may 
be necessary in view of the treatment accorded by the company to the 
transactions described in the paragraphs below the trial balance. 
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HOOVER HANDKERCHIEF MANUFACTURING COMPANY 
Trial Balance 
April 30, 1951 

Account Debit Credit 

Cash.$ 310,000 

Accounts receivable. BOO,000 

Raw material on hand. 750,000 

Finished goods on hand. 300,000 

Finished goods out on consignment. 100,000 

Plant and machinery . 1,460,000 

Prepaid expenses. 5,400 

Sales returns and .allowances . 25,000 

Administrative salaries. 65,000 

Cost of sales . 2,350,000 

Traveling expenses . 30,030 

Interest expense . 10,570 

Accounts payable. $ 175,000 

Notes payable . 100,000 

Accrued payroll . 6,000 

Accrued interest payable on 6 per cent bonds. 10,000 

Capital stock—6 per cent preferred. 1,000,000 

Capital stock—common . 1,416,000 

Bonds, 6 per cent, due on June 30, 1959 . 500,000 

Sales . 2,500,000 

Surplus, December 31, 1950 . 520 

Paid-in surplus. 698.4B0 

$6,406,000 $6,406,000 


1. The company has purchased various lots of its $100 par value com¬ 
mon stock, aggregating 840 shares, at an average price of $65.50 per share, 
for $55,020. In recording these transactions, the company has canceled the 
stock certificates and charged the Common Stock account with the par value 
of $84,000 and credited the Paid-In Surplus account with the difference of 
$28,980 between par and the cash paid therefor. 

2. Paid-In Surplus was previously credited with ( a) premium of $20 
per share on 15,000 shares of common stock issued and ( b ) adjustments 
arising from the appraisal of plant and machinery bought at a receiver’s 
sale, $398,000. 

3. Four and one-half per cent bonds of the face amount of $250,000, 
falling due on December 31, 1957, were issued on January 1, 1933, at a 
10 per cent discount. To June 30, 1949, $16,500 of this discount had 
been charged against profits; and as of this date the entire issue of these 
bonds was retired at par and the unamortized discount charged to Paid-In 
Surplus. 

4. A new issue of $500,000, 6 per cent, 10-year bonds was effected as of 
July 1, 1949, at par. Expenses incurred with respect to this issue, in the 
amount of $20,000, were charged to Paid-In Surplus. 


(A.I.A.) 
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FIXED TANGIBLE ASSETS 

LAND AND BUILDINGS 

General Discussion 

Items Included. Fixed tangible assets are capital assets used in the opera¬ 
tion of a business; they are not purchased with the intention of reselling 
them, and they normally have a life expectancy of more than one year. 
Fixed tangible assets may be classified as follows: 

1. Land used for manufacturing or commercial sites—and not subject to 
depreciation or depletion. 

2. Buildings, machinery, factory equipment, furniture, delivery equipment, 
large tools, etc.—subject to depreciation. 

3. Mineral properties, oil wells, timber stands, etc.—subject to depletion. 

The propriety of the book value of fixed tangible assets for a going 
concern is dependent upon the policies followed for the recording of 
original acquisition price, additions and improvements, replacements of 
parts, repairs, and deductions from and dispositions of fixed assets. The 
policies followed for such recording must be in accordance with accepted 
principles of accounting—consistently followed. 

The Bases of Fixed Asset Valuation 

Cost Basis. As a general rule, for a going manufacturing or commercial 
concern, (a) depreciable fixed assets should be valued at initial cost less a 
proper allowance for depreciation, ( b ) fixed assets subject to depletion 
usually should be valued at cost less a proper allowance for depletion, and 
(c) non-depreciable fixed assets customarily should be valued at cost. 

Generally accepted accounting principles are to the effect that—for 
fixed tangible assets—current replacement costs are not proper, and 
historical costs are proper. In Accounting Research Bulletin No. 5, the 
Committee on Accounting Procedure of the American Institute of Ac¬ 
countants has expressed itself as follows: "Accounting for fixed assets 
normally should be based on cost, and any attempt to make property ac- 
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counts in general reflect current values is both impractical and inexpedient. 
Appreciation normally should not be reflected on the books of a corpora¬ 
tion.” 

Cost is the accepted basis for recording fixed assets, and depreciation 
charges should be based on cost. However, it is an undeniable fact that 
bases other than cost occasionally are used and may be justified. The 
auditor must understand these other bases and must be able to form an 
opinion and render his judgment of any procedure used in the valuation of 
fixed assets. 

Otber-than-Cost Bases. A few of the other-than-cost bases are (a) ap¬ 
praised values, ( b) nominal values, and (c) discovery values. 

If appraised values are used in the accounts, the reason for the reflection 
of the appraised—reduced to sound value—amounts should be fully justi¬ 
fiable. Justifiable reasons might include the following: a rise in price levels 
over several generations when assets were acquired under conditions of 
very low cost; and assets acquired from a company in forced liquidation at 
a "bargain.” Appraisals may be of importance in the event of sale, merger, 
refinancing, consolidation, reorganization, or quasi reorganization. If cir¬ 
cumstances justify an appraisal and an account restatement of fixed assets, 
the situation is similar to that of a quasi reorganization; therefore, all other 
assets should be properly restated, the credits passed to a permanent capital 
account, and a new Retained Income account created and dated—to which 
account all profits earned subsequent to the date of quasi reorganization 
should be credited. 

The use of nominal values occasionally is adopted by non-profit organiza¬ 
tions. Although there is no justification for the use of far-below-cost nominal 
values—other than the classic excuse of "conservatism”—they are found. 

Discovery values often are used for extractive industries properties when 
the reasonable value of the deposits is greatly in excess of the cost of ac¬ 
quiring the properties. 

When any base other than cost is used, the financial statements should 
dearly set forth that other base . 

Capital and Revenue Expenditures 

In examining fixed asset accounts, the auditor must exercise care in the 
distinction between capital and revenue expenditures. This is not always 
easy and is often a matter of company policy or of individual preference 
expressed by some one person in the business organization or is the result 
of an arbitrary rule established for the guidance of associated plants. For 
example, one company has a rule whereby all expenditures on fixed assets 
in excess of $100 are capitalized and all expenditures on fixed assets below 
that figure are charged to expense. Public utilities, as well as some other 
companies, establish physical units of property as the basis of distinction 
between capital outlay and expense; an expenditure that results in the 
acquisition of a defined unit of property is capitalized by a charge to an 
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asset account and becomes subject to depreciation accounting. Regardless 
of the routine followed, the auditor should make his examination sufficiently 
complete to be assured that the proper distinction has been made between 
capital and revenue charges, based on accepted principles of accounting, so 
that capitalized charges are not overstated (thereby presenting an over¬ 
stated profit position and an overstated asset and proprietorship position), 
and so that expenses are not overstated (thereby understating profits, assets, 
and proprietorship). 

An addition to or an improvement of an asset results in a capital charge, 
increasing the cost of the asset. There is never much question as to what 
constitutes an addition to an asset, but the question of what constitutes an 
improvement is sometimes difficult to answer and is surrounded by con 
troversy. The effect of an improvement is to place the asset in better condi¬ 
tion, to make it more valuable, or to make it more productive than it was 
when originally purchased. If an outlay does not measure up to this test, 
then an improvement did not take place. 

ILLUSTRATION. A building might have a pine floor which is replaced 
after a certain number of years by a teakwood block floor, which cost 
{10,000 more than the pine floor. The additional {10,000 is added to 
the cost of the building. Thus, in some degree, industrial concerns also 
apply the unit-of-propcrty approach ro distinguish berween capital and 
revenue charges. However, the unir of property is more commonly de¬ 
fined in terms of dollars expended rather than in terms of physical 
units, as in the case of public utilities. 

Repairs to fixed assets and replacements of parts of fixed assets are divided 
into (a) major repairs and part replacements, which have the effect of 
lengthening the life of the asset for a period in excess of the original life 
estimate, and ( b ) ordinary repairs and replacements, which do not lengthen 
the life of the asset but merely maintain it in efficient operating condition. 
Major repairs and part replacements are charged to the proper allowances 
for depreciation, thereby increasing the depreciable life over a longer period 
of time. Ordinary repairs and part replacements arc charged to the proper 
expense accounts in the period of incurrence. Often it is difficult to de¬ 
termine the line of demarcation between major and ordinary repairs and 
replacements, and the auditor must use his best judgment to make the 
distinction in any audit involving fixed assets. 

Depreciation 

The following discussion assumes a sound knowledge of the principles 
governing depreciation and the practices of depreciating fixed assets. 

Depreciation is a cost or other basic value allocation which distributes 
the investment in depreciable fixed tangible assets by systematic charges 
to periodic operations, as a result of all the factors that cause the final 
retirement of the asset. These factors include wear and tear, inadequacy, 
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obsolescence, the passage of time, and the action of the elements. However, 
the periodic depreciation charge does not attempt to measure or parallel 
physical deterioration as it occurs. If a fixed asset has an expected useful 
productive life shorter than its physical life, the cost should be allocated 
over that shorter expected useful economic life. 

The allowance for depreciation accounts accumulate the portion of the 
cost of the assets which has been allocated to periodic operations during 
past accounting periods. To this extent it indicates a dollar amount of assets 
which is equal to the costs recovered through previous depreciation expense 
charges and which has been retained in the business in order to maintain the 
basic capital position. The allowance accounts give no clue as to the use of 
the assets so retained. 

Consistency in Recording Depreciation. Although the cost of a de¬ 
preciable fixed asset is systematically allocated to expense over its useful 
life, the definition of depreciation does not imply and does not state that 
the rates of depreciation are not subject to change. Consistency in recording 
depreciation is based on an original fair estimate of useful service life; 
this original fair estimate should be consistently followed until basic con¬ 
ditions so change that it becomes necessary to alter the estimate, because 
the application of the original estimate now fails to produce accurate cost 
allocations. 

ILLUSTRATION. A new machine enters the market and thereby has the 
effect of radically shortening the useful life of the preceding model; the 
undepreciated cost of the old asset should be reapportioned over its 
newly estimated service life. Also, in those instances where machinery 
originally estimated to operate 8 hours per day is operated 24 hours 
per day over a period of time, physical depreciation may increase be¬ 
cause of the additional usage and the lack of time for maintenance and 
repairs; if study indicates that useful life is thereby shortened, it is 
proper to revise depreciation costs—and it is consistent to do so be¬ 
cause the cost of the asset should be allocated to expense over its use¬ 
ful life. 

Depreciation must not be confused with market price fluctuations, up¬ 
ward or downward. Fluctuations in the market price of assets have no re¬ 
lationship to the fact that all fixed assets, except land, and constantly 
wearing out and approaching a zero value. If depreciation is ignored, profits 
cannot be correctly stated; if depreciation is ignored, it is impossible to 
maintain at the same time dividend policies which are within the range of 
moral and sometimes legal sanction. If current market prices for fixed assets 
are to be brought into the picture, they should appear only as balance sheet 
footnotes. Depreciation rates should never be subjected to arbitrary altera¬ 
tions which are dependent upon the whims of management and upon the 
profit position of a company. In no case is it possible to foretell precisely 
the expected life of a fixed asset; but reasonable estimates of cost allocation 
can be made, based upon the cost of the asset, its estimated scrap value, and 
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its anticipated useful life. The anticipated useful life of the asset is based 
primarily upon experience and upon the uses to which the asset is put. 
Factory buildings may be more soundly constructed than apartments and 
office buildings; but, owing to vibration and more active physical use, the 
former probably will experience a shorter life. Depreciation rates will there¬ 
fore vary with local conditions of use in the majority of cases. 

Depreciation Based on Cost. Since depreciation is a cost recovery, the 
periodic depreciation charge in an income statement should be based on 
cost. Cost has long been recognized as the proper base by accountants, 
business organizations, regulatory bodies, and the United States Treasury 
Department in its application of the federal income tax law. Fluctuations 
upward or downward in possible replacement cost new has no relationship 
to the cost of an asset presently owned. 

Depreciation Based on Replacement Cost. Although cost is the rec¬ 
ognized basis for recording depreciation, brief consideration is given here 
to the question of depreciation based on possible replacement cost, because 
of current interest in the question. 

Accounting Research Bulletin No. 5 of the American Institute of Ac¬ 
countants stated that when fixed assets had been appreciated in the accounts 
(this does not recommend appreciation), income should be charged with 
depreciation based on the higher values—with a corresponding credit to the 
allowance for depreciation. 

The author agrees with the conclusions of the committee and does not 
recommend the reflection of appreciation in the accounts, except for those 
instances cited on page 392. 

Soaring prices following World War II produced a clamor for charging 
income with depreciation on replacement cost new. After months of study, 
Accounting Research Bulletin No. 33 was issued late in 1947, recommend¬ 
ing that depreciation continue to be based on cost. 

This position was reaffirmed on October 14, 1948, in a letter to members 
of the Institute, an excerpt of which appears below: 

The committee has reached the conclusion that no basic; change in the accounting 
treatment of depreciation of plant and equipment is practicable or desirable 
under present conditions to meet the problem created by the decline in the 
purchasing power of the dollar. . . . Should inflation proceed so far that origi¬ 
nal dollar costs lose their practical significance, it might become necessary to 
restate all assets in terms of the depreciated currency, as has been done in some 
countries. But it does not seem to the committee that such action should be 
recommended now if financial statements are to have maximum usefulness to 
the greatest number of users. . . . Any basic change in the accounting treatment 
of depreciation should await further study of the nature and concept of business 
income. . . . The immediate problem can and should be met by financial man¬ 
agement. . . . 

In a period of rising prices, well-managed concerns will adopt price 
policies which will produce sufficient profits to enable them to purchase 
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new fixed assets as the need arises. This contention is borne out by reports 
of corporate profits through February, 1951, and by the expressed prefer¬ 
ence of many companies to compute depreciation on cost. Owners expect 
revenues to provide funds for paying wages, rent, material costs, and all 
other cash-outlay expenses; and they also expect revenues to provide suf¬ 
ficient profits for replacing capital assets at original cost or at higher prices 
—through higher profits. In the case of wasting assets, owners expect 
revenues to provide amounts for the return of invested capital and for 
profits. 

A business should be able to continue in existence without being forced 
constantly to raise additional capital in order to replace worn-out, obsolete, 
and inadequate assets. State corporation laws usually stipulate that divi¬ 
dends may not be paid from capital contributions but may be paid only 
from profits. If capital is returned to the stockholders, the laws require 
that certain stipulations be met, such as notice to the stockholders and to 
the creditors of the corporation. Thus, the laws recognize the necessity of 
providing for recovery of fixed assets. Only in the case of extractive in¬ 
dustries, where there is no intention of acquiring additional property, is it 
legally permissible to return capital contributions as dividends along with 
dividends from profits. The bylaws of an extractive industries corporation 
may prohibit dividends out of capital. 

Mefhods of Depreciation 

There are many methods available for the computation of depreciation 
charges, all of which must be familiar to the auditor. Several of the methods 
are reviewed in summary form. 

Straight-Line Method. This method, which charges depreciation in 
periodic equal amounts over the estimated life of the asset, is almost uni¬ 
versally used to record depreciation. The theory of the method is that 
depreciation is proportional to expired time; wear and tear may or may not 
be proportional to elapsed time. Its simplicity of computation and applica¬ 
tion is its greatest advantage. The disadvantages of the method are its 
failure to consider fluctuations in operating conditions and the failure to 
equalize depreciation plus maintenance expenses over the life of the asset. 
Repairs and maintenance tend to increase during the later years of the 
assets usefulness; if it is desired to regularize expense charges for main¬ 
tenance, a reserve for maintenance may be established by regular periodic 
expense charges and credits to a reserve. 

The Working Hours Method. The working hours method implies that 
an asset depreciates when it is used and does not depreciate when it is not 
in operation. The extent to which this is correct varies with the nature of 
the asset. The advantages of the method are its ease of application, the 
charging of depreciation on the basis of operations, and its recognition of 
active use. A disadvantage is its failure to recognize the constant presence 
of depreciation, regardless of production, under the normal assumption 



Ch. 15] 


FIXED TANGIBLE AS5ETS - 397 


that obsolescence and inadequacy are present as factors within the determina¬ 
tion of service life. 

Unit Production Method. This method is similar to the working hours 
method with the simple substitution of units of production for hours of 
productivity. The method is based on the assumption that the asset de¬ 
preciates proportionately to production. Both the working hours method 
and the unit production method charge to periodic income the proper de¬ 
preciation cost of producing that income. 

The Composite Life Method. The use of this method involves the 
computation of the mean average life of a group of different assets. After 
the composite life is computed, any method of depreciation—straight-line, 
fixed percentage on diminishing book value, etc.—may be employed; the 
straight-line method is the most commonly used. The objection to the 
method lies in its failure to show accumulated depreciation on individual 
assets, thereby preventing the computation of gain or loss upon the retire¬ 
ment of any one asset. 

Fixed Percentage on Diminishing Book Value Method, This method 
charges depreciation to cost at a high amount in the first year of the life of 
an asset and at a decreasingly smaller amount in eaih succeeding year. The 
theory of the method is that repairs and maintenance are small during the 
early years of the life of an asset and become increasingly greater as the 
asset advances in age, whereas depreciation is constantly decreasing, thus 
tending to balance or equalize total maintenance costs. This method—in 
common with all other reducing balance methods—corresponds to actual 
physical depreciation only in so far as it secures an equalization of total 
costs of operating the asset (which it rarely does). It makes provision 
earlier for possible obsolescence and inadequacy—constantly greater dangers 
in present-day industry. Therefore, the method is appropriate when the 
value of the services produced by the asset declines each year because re¬ 
pairs increase, because physical efficiency decreases, and because obsolescence 
decreases the economic value of the finished product or service rendered. 

Under this method the rate of depreciation equals 1 - / Scra P 5 where n 
. , r Cost 

represents the life periods. 

For income tax purposes the United States Treasury Department does 
not recognize this method of computing depreciation. The Treasury De¬ 
partment now permits a diminishing book value method wherein the rate 
is set at 150 per cent of a straight-line rate and applied to the annually 
diminishing book value. 

Sum of the Life Periods Method. This is a reducing balance method 
applied in a systematic manner. Under the method the rate of depreciation 
is a fraction, the denominator of which is the sum of the life periods; for 
example, if an asset has an estimated life of three years, the denominator is: 
1 + 2 + 3 = 6. As its numerator, the fraction uses the remaining esti¬ 
mated life as of the beginning of the current fiscal period; for the asset with 



398 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 15 

a life of three years, depreciation for the first year is % of cost, or cost minus 
estimated scrap value; for the second year, %; and for the third year, Yq. 

The Annuity Method. The annuity method and the sinking fund 
method of computing depreciation employ the principle of compound 
interest. These methods have been almost universally discontinued and 
normally are used only if state utilities commissions so require in establish¬ 
ing rates. 

The theory of the annuity method is that the cost of a depreciable asset 
is the present value of a series of services that are consumed by the use of 
the asset and periodically charged to expense as a cost of production. The 
depreciation charge includes two factors: (a) an assumed interest cost and 
( b) the allocated cost of the asset. The carrying value of the asset is re¬ 
duced for each period by the amount of the allocated cost; interest for the 
succeeding period is computed on the reduced figure. The interest credit 
grows successively smaller, and the credit to the allowance for depreciation 
increases by a corresponding amount. The depreciation expense debit is 
constant and is made up of the sum of the allowance credit and the interest 
credit. 

The Sinking Fund Method. This method charges depreciation at in¬ 
creasing amounts; and, if a fund is used, it requires a periodic constant 
amount of cash segregation which, together with compound interest at a 
given rate on the total accumulation, will equal the total depreciable amount 
at the end of the estimated life of the asset. The depreciation expense debit 
is the periodic contribution plus interest accumulation. A fund may or may 
not be established if the method is used; normally, a fund is not established, 
thereby making the method merely an application of compound interest. If 
a fund is established, cash is definitely segregated for the purchase of new 
assets; and the interest is added to the fund. 

Depreciation by Revaluation. This method is applicable to a few assets 
which are affected by conditions not found in the average capital asset 
when life and scrap value can be reasonably estimated. The difference be¬ 
tween the estimated value of the asset at the beginning and at the end of 
the year equals the amount of depreciation. The method has no advantage 
except when applied to assets such as loose tools, containers, patterns, and 
a few others. Its disadvantage is the encouragement to substitute a guess 
for an estimate. 

Comments on Asset Replacement. It must be remembered that de¬ 
preciation is an allocation of cost and not a provision for asset replace¬ 
ment. In addition, most businessmen do not care to earmark funds for 
specific purposes but prefer to keep the money in general circulation so far 
as the business is concerned and to trust their managerial ability and judg¬ 
ment to safeguard the general finances so that fixed assets can be purchased 
as they are required. If depreciation funds are established, they should be 
invested in liquid assets so that the conversion to cash can be made 
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rapidly and without loss of principal. If the funds are invested in fixed 
assets, conversion may be slow. When depreciation funds are not established, 
the current assets of a business should be constantly increasing until the 
time arrives when certain fixed assets must be replaced. At the time of 
replacement, current assets normally can be expected to show a pro¬ 
nounced decrease, if fixed assets are replaced in large quantities rather than 
by small, periodic replacements. 

Commenfs on the Audit Procedure for Fixed Assets 

Some of the audit procedures for fixed assets depend upon whether 
the auditor is conducting (a) the first audit of an established company or 
( b ) the annual recurring audit. 

On his first audit of an established business organization, the accountant 
realizes that he must render an opinion as accurate as if he had been ex¬ 
amining the accounts of that client for a number of consecutive years or 
from the date of the inception of the business. Because it is his first ex¬ 
amination of an established company, the accountant’s responsibility is in 
no way lessened for a proper presentation of balance sheet condition and 
operating results. The auditor must perform a sufficient amount of 
analytical work to be thoroughly convinced that the fixed asset figures 
are correct, even though this involves an examination of the records of 
years preceding the year under audit. 

The problems of the accountant with respect to fixed tangible assets in 
his first examination of an established firm may be classified (a) as those 
pertaining to the correctness of the gross carrying value of each asset and 
(b) as those pertaining to the accuracy and reasonableness of the net carry¬ 
ing value of each asset. 

The propriety of the gross carrying value of each asset is dependent upon 
the correctness of original cost—or other acquisition—figures, the accuracy 
of the distinction between capital and revenue expenditures as fixed tangi¬ 
ble assets are acquired, and the correctness of charging off fixed tangible 
assets which have been disposed of by sale, retirement, or otherwise. 

The propriety of the net carrying value is dependent upon the accuracy 
of the gross carrying value minus the depreciation charged off and the 
correctness of the charge-off of fully depreciated fixed tangible assets and 
those disposed of by sale or other methods. The determination of the 
accuracy of past accounting for gross and net carrying value of fixed tangi¬ 
ble assets is the primary responsibility charged to the auditor on a first 
examination of an established company. 

In a first audit the accountant must display good judgment and discre¬ 
tion with respect to the extent of the analyses to be made in order to 
establish the accuracy of the asset values—gross and net—at the date of the 
current balance sheet. To indicate that each fixed tangible asset account 
must be completely analyzed from the inception of the business would be 
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not only ridiculous but in many instances impossible. The procedures to be 
followed for each asset—in an initial examination—are suggested in each 
applicable section of this chapter and the following one. 

On a repeat engagement the auditor’s problem is much simplified; he 
must reconcile the opening balance of the ledger figures with his preceding 
working paper figures and then proceed with the vouching of additions to 
and deductions from each fixed asset account during the year, with proper 
inspection and verification of all supporting data. The propriety of the 
distinction between capital and revenue expenditures must be ascertained. 
The auditor must always be certain that his analyses result in correct 
figures for capitalization and that transactions, particularly deductions, are 
not omitted from the accounts. 

When it is discovered that several fixed tangible assets have been com¬ 
bined in one account, the auditor must attempt to separate them so that 
he can determine the adequacy of current depreciation, the allowances for 
depreciation, and the adequacy of the insurance protection. In many cases 
involving reorganizations and group purchases, accounts appear that con¬ 
tain more than one type of asset. Naturally, ledger accounts should be kept 
so that a controlling account with each fixed asset group is maintained in 
the General Ledger, with a subsidiary ledger account for each asset in the 
group. Assets of a fixed nature which are not used in the business should 
be classified as permanent investments or as other assets. 

LAND 


Land Cost 

The auditor is charged with the responsibility of obtaining satisfactory 
evidence concerning the ownership of land and with the responsibility of 
passing on reasonable valuation determined in conformity with the method 
of acquisition. In accordance with the method of acquiring land, its cost 
may be determined as indicated in the following paragraphs. 

Cost for improved land includes such items as the purchase price; cost of 
options; brokers’ commissions, if paid by the purchaser; title examination 
fees; clearing costs; filling and drainage costs; unpaid taxes assumed; liens 
assumed; cost of demolishing old structures; and special assessments for 
improvements such as sidewalks, streets, sewers, and other permanent im¬ 
provements, provided the special assessment tends to increase the value of 
the land. In the event of transitory special assessments to improved land, 
the cost should be charged to expense. Also, for many non-transitory 
special assessments, no criticism can be offered if the assessments are 
charged to expense, since often the assumed increase in value is negligible 
or entirely absent; for federal income tax purposes, special assessments are 
capital outlays. 

Assessments for such items as sidewalks, original street repairs, sewer 
lines, and water mains may be added to cost in the Land account or carried 
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separately in an account entitled Land Improvements. The use of the Land 
Improvements account is preferable because the items therein are subject to 
depreciation. 

If special assessments are paid on an installment plan normally offered 
by the taxing authority, the entire assessment cost should be capitalized 
and a liability created for the unpaid portion. If interest is charged on the 
installment payments, it should be charged 10 expense as paid. 

In the case of unimproved land, the purchase price only, plus commis¬ 
sions, title examination fees, clearing costs, and draining and filling costs, 
should appear as the capitalization unless the land is definitely in a stage 
of current improvement, at which time assessments and taxes commonly 
are added to original cost. Most land-tract owners and developers charge 
all current carrying costs to the Land account. After productivity results, 
proper distinction must again be made between revenue and capital out¬ 
lays. In the financial statements the auditor must always disclose the method 
of treating all costs incurred in the purchase and development of unim¬ 
proved land. 

Land and Other Assets Acquired in Non-cash Transactions. If land or 
any other asset is acquired by gift, it may be valued at cost to the preceding 
owner if that cost represents a current market piicc; or it may be valued 
at its appraised amount, which should bear the approval of the board of 
directors. Assets acquired by gift should be set up in the accounts only 
after all of the requirements of the donor have been fulfilled. When assets 
are acquired by gift, the auditor must feel certain that the client has free 
title to the property, not only as far as public records are concerned but 
also with respect to the requirements of the donor. 

If assets are acquired and paid for in the capital stock of the acquiring 
corporation, they preferably should be capitalized at the fair market value 
of the capital stock so given, provided a fair market value is available— 
and normally it is obtainable for a going concern. If a market price for the 
stock is not available, the value of the assets should first be established at 
their cash cost figure, if one is available. This procedure indirectly assigns 
a value to the stock so issued. If the par value of the stock so issued exceeds 
the cash cost basis, the difference should be charged to the Discount on 
Capital Stock account. If a cash cost figure is not available for the assets, 
an appraisal may result in a reasonable valuation figure. In the absence of 
fraud the decision of the board of directors will prevail, and the auditor is 
justified in accepting the reasonable conclusion of that body. 

If stocks and bonds held as investments are given in exchange for fixed 
assets, the assets acquired should be valued at the current market price of 
the securities given. A gain or loss on the disposition of the securities 
would be recognized at the date of the exchange. 

If land has been purchased and a purchase-money mortgage given the 
seller as a part of the purchase price, the auditor must be certain that the 
land has been charged with the full contract price and that the mortgage 
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has been credited to the proper liability account. If there is an existing 
mortgage when land is purchased, the buyer may either take the land 
subject to the mortgage or personally assume the obligation. In either case 
it is necessary that the full price of the land be charged to the Land account. 

Demolition Costs. If land is purchased upon which a building is 
located, and if the building is razed immediately for the erection of a new 
structure, the cost of the old building and the cost of razing it are proper 
additions to the land cost; the realized salvage from the razing reduces the 
land cost. In this case the primary purpose of the purchase is to acquire the 
land; consequently, all costs incurred should be charged to the Land ac¬ 
count. When land and buildings are purchased together and the decision 
to demolish is formed after acquisition—either due to choice or to defective 
structure—the cost of demolition plus the undepreciated cost of the build¬ 
ing is normally charged to expense. 

Land held for business purposes must be segregated in the balance sheet 
from land held for investment or contemplated future use. 

Audit Program for Land 

The audit program for the examination of land is presented below! 

1. Prepare a schedule of the Land account. 

2. Examine title papers. 

3. Determine the valuation basis of the land. 

4. Vouch charges and credits to the Land account. 

5. Determine liens and assessments. 

6. Verify land income and land maintenance costs. 

The following sections detail the procedures within the audit program. 

1. Prepare a Schedule of the Land Account. On an initial examination 
the auditor’s working papers for land should contain an analysis of the 
Land account from the inception of the business (if this is possible and 
reasonable), as shown in Illustration 48. If it is not possible to revert to 
the inception of the Land account, and assuming that the audit is for one 
year, the Land account should be reviewed for several past years and large 
additions and deductions investigated. 

Complete notes should be prepared—for the permanent file—concern¬ 
ing the methods of acquisition, excerpts of deeds, excerpts of title guaranty 
policies, excerpts of vouchers supporting purchase authorizations, excerpts 
of appraisal reports, ownership confirmations, registration dates, notations 
of mortgages and their cancellation, and sketches of the plot or plots. 

In a repeat engagement the land schedule will include the balance at the 
beginning of the year, plus and minus changes made in the period under 
examination. 

2. Examine Title Papers. The objective of the auditor is to determine 
ownership and the proper valuation of the land. Land is peculiar in one 
respect, namely, that title is normally transferred by the execution of a 
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Illustration 48 

LANGDON COMPANY 
Analysis of Land Account 
December 31, 1951 


Prepared by_ 

Date_ 

Reviewed by. 
Date_ 


Date 

Folio 

Description 

Amount 

1950 





Oct. 

10 

CD 101 

Deposit to C R Bett, broker, made for offer to purchase Lots 





B, 9, and 10 in Taylor's Subdivision, Anderson Township, 





each lot 400' by 600', from S J Frank, at a total cost of 





$25,000 

$ 2,000V 


30 

CD 103 

Land survey, Bevis and Associates, civil engineers 

150V 

Ndv 

15 

CD 105 

Balance to S J Frank O t 

23,000V 


30 

CD 106 

C R Beirne, legal fees 

250V 

Dec. 

31 


Balance per ledger 

$25,400 

1951 





June 

2 

CD 109 

Anderson Township, street-paving assessm ir, paid in full 

1,500V 

Aug 

1 

CD 112 

Cordes and Pressler, architects, plans for new building 

2,500V 

Nov 

8 

CD 117 

Excavation costs, footings, foundations, paid tD Jung Construc¬ 





tion Company 

7,000V 

Dec 

31 


Balance per ledger 

$36,400 


31 


Deduct Adjusting journal entry, below 

9,500 


= 



$26,900 


Adjusting Journal Entry 

Building 9,500 

Land 

To remove the following building coses ed the Building 
account 

Plans $2,500 

Excavation 7,000 


9,500 


$9,500 


V Checked to disbursements records 
O Contract examined 
t Confirmed by C R Beirne 

deed, which is publicly recorded in order to assure title protection; whereas 
the majority of other assets are transferred by ordinary sale, usually un¬ 
accompanied by publicly recorded evidence of title transfer. 

The accountant must ascertain that real property is recorded in the 
name of the client—if the client is the owner. On a first audit, therefore, 
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the auditor should request and obtain a confirmation of ownership from 
the client’s attorney or from the title guaranty company. In lieu of request¬ 
ing an ownership confirmation, deeds and guaranty policies may be ex¬ 
amined; also, tax bills prepared in the name of the owner may be ex¬ 
amined as evidence of ownership. After determining the ownership of the 
land, on a first audit, the process requires no repetition in subsequent en¬ 
gagements, unless additional land is acquired. 

Normally, public records are not examined by the auditor; and they 
should not be examined by him, since that is the work of the lawyer. In ad¬ 
dition, if the auditor were to examine public records—mortgage records, 
lien and judgment records, and assessment records—the probabilities are 
that he would obtain evidence no more conclusive than that obtained 
from an attorney. 

From his examination of title papers and the confirmation of the com¬ 
pany attorney, the auditor should extract pertinent information for his 
permanent file, which will include the following: a description of the 
property; its location; its size; the date of transfer to the client and the 
name of the preceding owner; recording data on the title papers such as 
date, deed book and page number; and the lawyer’s opinion of the title 
search. 

If a title policy is also in existence, it should be compared with the deed 
or other title papers to determine that the data contained therein agree 
with the title papers. 

3. Determine the Valuation Basis of the Land. Preferably, land should 
be carried at cost if it originally was acquired by purchase. The accountant 
should examine the original purchase contract, assuming that it srill is ob¬ 
tainable. If available, the minutes of the board of directors authorizing the 
purchase and the paid cheques should be examined. Excerpts from these rec¬ 
ords and documents should become a part of the permanent file. It may 
happen that none of these records is available after the expiration of years, in 
which event the accountant must be satisfied with the continued carrying 
value over the years, at a constant figure. If the land was acquired in a non¬ 
cash transaction, it should be carried in the accounts in accordance with 
the principles set forth on pages 401-2. 

If land originally was acquired by purchase at a price far below current 
replacement cost, it may be that after the expiration of years an upward 
appraisal of the land is justifiable. In such an event the accountant should 
examine the appraisal report and satisfy himself with respect to its features; 
examine the Minutes Book of the board of directors for the acceptance of 
the appraisal, and examine the authorization to increase the carrying 
amount above cost; examine the capital reserve account credited at the 
time of recording the appraisal; and examine the disposition, if any, of the 
capital reserve account. 

4. Vouch Charges and Credits to the Land Account. Each charge and 
credit to the Land account should be vouched by reference to original 
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documents—such as contracts, invoices, deeds, etc., and authorizations of 
stockholders, boards of directors, or other appropriate bodies for the incur¬ 
rence of the charge or credit. 

Proper charges to land accounts were set forth in the section of this 
chapter entitled "Land Cost." If the cost of land is to be derived, as when 
acquired by gift, the exchange of investment securities, or the issuance of 
capital stock, then reference must be made back to the original basis and 
noted in the working papers. 

5. Determine Liens and Assessments. An important phase of owner¬ 
ship verification—particularly in an initial audit—is the determination of 
the existence of or freedom from mortgages, taxes in arrears, judgments, 
and other liens. The existence of such liens should be included in the 
confirmation obtained from the attorney or title company. If liens do 
exist, they should be shown as liabilities and should not be deducted from 
the land value. Auditors have in some cases assumed that there was clear 
title to land when, in reality, encumbrances existed. 

The auditor should examine paid tax bills and trace them to the cash 
disbursements records and the proper expense accounts in order to obtain 
added proof of the existence of or freedom from existing liens and assess¬ 
ments. If necessary, county tax rolls may be examined to determine the 
status of liens and assessments. 

Jt occasionally happens that a deed is in the name of the equitable 
owner of the land, who is some person other than the client. In such cases 
the auditor should mention the fact in his report. 

6. Verify Land Income and Land Maintena?ice Costs. If land produces 
income, the auditor should examine the agreements and data giving rise 
to the income and should prepare appropriate notes for his working papers. 
Original record entries should be traced to the ledger accounts and the 
summarization of the entries therein "tied up” with the data obtainable 
from the agreements. Confirmation of amounts received may be requested 
along with confirmations for rent accruals. 

ILLUSTRATION. The client informed the auditor that he had pur¬ 
chased an empty land site, for which a Land account properly ap¬ 
peared in the ledger. The auditor confirmed the land title and also 
examined the Land account and agreed with the charges for purchase 
price, title search cost, etc. The client’s records contained no other data 
connected with the land. The auditor decided to examine the land site 
after working hours and discovered that it was used as a parking lot, 
having been rented from his client, who purposely failed to record the 
rental income. 


BUILDINGS 

Building Cost 

The principles set forth for "Land Cost” in the preceding section should 
be followed for the determination of the cost of buildings when acquired 
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for cash, by exchange, by gift, by donation, by giving investment securities, 
or by giving capital. 

When acquired by giving cash or other items, the cost of buildings in¬ 
cludes the following: the contract purchase price, the cost of altering and 
remodeling for purposes of the new owner, unpaid taxes assumed by the 
purchaser, accrued interest assumed by the purchaser, and legal costs of 
acquisition. 

When buildings are constructed, the cost includes the following: archi¬ 
tects* fees, salaries of officers engaged strictly in supervising construction, 
permit and license costs, cost of materials, cost of construction labor, cost 
of construction sheds, premiums for workmen’s compensation insurance, 
uninsured damages paid injured workmen, all casualty insurance premiums 
during construction, paid interest costs during construction, bond dis¬ 
count (or premium) amortized during the construction period, property 
taxes accruing during construction, cost of strikes, and cost of easements. 

Audit Program for Buildings 

The following audit program is presented for buildings: 

1. Prepare schedules for the Building account or accounts. 

2. Vouch and schedule charges and credits. 

3. Ascertain that building is in the name of the client. 

4. Determine liens. 

5. Investigate the proper authorization for appraisal increases and decreases. 

6. Prepare depreciation schedules. 

7. Verify depreciation rates, calculations, and allowances. 

B. Investigate the insurance for adequate coverage. 

9- Ascertain that profits and losses on sales have been entered in proper 
accounts. 

10. Verify building incomes and expenses. 

The procedures to be followed in the audit program for buildings are 
outlined in the following subsections. 

1. Prepare Schedules for the Building Account or Accounts. In a re¬ 
peat engagement, working papers should be prepared setting forth current- 
period additions and deductions, as shown in Illustration 49. A separate 
working paper may be prepared for each building if the form of Illustra¬ 
tion 49 is followed, or one working paper may be used for all buildings and 
the data for additions and deductions spread horizontally on the sheet. Il¬ 
lustration 50 presents the analysis for the related (Illustration 49) al¬ 
lowance for depreciation of building. 

The working papers on a first audit of buildings should contain, in addi¬ 
tion to the customary analysis prepared in a repeat engagement, such data 
as the following: excerpts for authority to purchase, construct, and dispose 
of buildings; verification of ownership; if purchased, ascertainment of 
cost; if constructed, ascertainment that cost was properly computed; full 
notes on purchase orders and vouchers connected with the purchase or 
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Illustration 49 
X COMPANY 

Analysis of Building Account 
December 31, 1931 


Prepared by_ 

Date- 

Reviewed by. 
Dace_ 


Date 

Folio 

Explanation 

Amount 

1950 





Dec. 

31 


Balance per ledger and audit 

$125,000 

1951 



Additions, 1951: 


June 

30 

CD B 

Office addition tD northwest corner, brick and concrete. 





All work by Presslcr Construction Company 

W O 23,000 

Sept. 

30 

CD IB 

Roof repairs tD old structure; not a new roof 

500 

Dec. 

31 


Balance per ledger 

$14B,500 


31 


Deduct: Adjusting journal entry, below 

500 

— 

31 


Balance per audit 

(14B.000 


Adjusting Journal Entry 


Building Maintenance.500 

Building. 500 


Roof repairs removed to maintenance. 

V\ Vouched to authorization of board of directors, dated February 19, 1951* 

0 Vouched to invoices and cash disbursements. 

construction; an opinion statement of the propriety of the distinctions 
made between capital and revenue expenditures; an analysis of the cost of 
additions and improvements; notes on the examination of real property 
tax bills to ascertain that taxes are paid; computations of profits and losses 
in the income statements and the federal income tax returns when build¬ 
ings were sold or otherwise disposed of; computations determining the 
correctness of annual amortization if buildings were erected on leased 
land. 

2. Vouch and Schedule Charges and Credits. The auditor must vouch 
all payments made in connection with the purchase of buildings and the 
expenditures made on the buildings during the audit period. Approval of 
the correctness of the charges and credits should be in accordance with the 
principles of accounting applicable to the determination of correct cost. If 
purchase price or construction costs have exceeded the amount authorized 
by the board of directors or other body, approval for the excess cost should 
be obtained. 

In the event of a first audit, the auditor may wish to review the records 
of prior years in order to establish the cost of buildings; in this event he 
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Illustration 50 


X COMPANY 

Analysis of Allowance for Depreciation of Building Account 
December 31, 1951 


Prepared by_ 

Date__ 

Reviewed by_ 

Date_ 


Date 

Folio 

Explanation 

Amount 

1950 



' 


Dec. 

31 


Balance per ledger and per audit 

$22,500 

1951 



Additions, 1951: 


Dec. 

31 

GJ 19 

Added 2 per cent of $14B,500 for one year 

2,970 


31 


Balance per ledger 

$25,470 


31 


Deduct: Adjusting journal entry, below 

240 


31 


Balance per audit 

$25,230 


Adjusting Journal Entry 


Allowance for Depreciation of building .240 

Depreciation of Building. 240 

Correcr depreciation, 1951: 

$125,000 (g), 2% for 12 months . $2,500 

$23,000 (a), 2% for 6 months. 230 

Total depreciation, 1951.$2,730 

Recorded. 2,970 

Adjustment to reduce allowance.$ 240 


will verify authorizations for the purchase and/or construction of the build¬ 
ings. Architects’ estimates, purchase orders, and contracts must be examined; 
and all payments for the purchase or construction must be vouched for as 
many prior years as necessary to establish proper cost. Normally, buildings 
are not so old for the present owner as to render this procedure impossible. 
If, in a first audit, the examination is limited to one year, a statement to 
that effect should appear in the audit report; in addition, the auditor should 
review major items of debit and credit, even if the reports of the predecessor 
accountant are satisfactory. 

The accountant must examine expense accounts for prior years to de¬ 
termine the accuracy and reasonableness of the distinctions made between 
capital and revenue expenditures. 

The vouching of additions to the Building account usually proceeds 
from the ledger to the journals to the authorizations, since one entry in the 
ledger may be the sum of several journal entries, added together and posted 
in one total at the end of a month. 
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In the event that a company is building its own plants or has contract 
construction work in progress at the end of the period, the auditor must see 
that the costs of the construction are not included in inventory of mer¬ 
chandise but are entered in fixed assets or are shown separately as 'ad¬ 
vances on contracts for fixed asset construction.” The latter treatment is 
preferable because of the current non-productivity of construction work 
in progress. All liabilities for construction work completed and not paid 
for must be shown; an examination of invoices should determine this, 
accompanied by an examination of existing contracts. 

ILLUSTRATION. Assume rhat the contract price of a building is $500,- 
000, that $200,000 of work is completed and paid for, and that $100,- 
000 of work is finished and not paid for; in this case, $200,000 should 
appear as "advances on contracts.” If the $100,000 has been billed, 
then the advances should be shown as $500,000 and the liability thereon 
as $100,000. Neither during construction nor at any other time should 
profits in connection with the constructed buildings appear; and, if any 
such profits have been taken up, the auditor must prepare adjustments 
to eliminate them by reversing the entries pi icing the profit on the 
books. 

It is proper to capitalize interest paid during construction and the 
amortization of bond discount during construction. Premium amortization 
during construction should reduce the total construction cost. This practice 
is based upon the theory that no revenue is forthcoming during construction 
and that interest charges, among other expenses, must therefore be added 
to the cost of the construction. As soon as construction is completed and 
productivity begins, the interest charges should be set up as expenses. 

Among accountants, there is some disagreement as to whether any por¬ 
tion of the general factory overhead should be capitalized as a part of the 
cost of the fixed asset constructed. The problem is related to the correct 
determination of net income; some accountants contend that no portion of 
the overhead should be capitalized, whereas others believe that some por¬ 
tion should be capitalized. If a portion of the regularly incurred overhead 
were charged to the fixed asset, the goods manufactured for sale would be 
relieved of part of their usual costs; therefore, the cost of the goods manu¬ 
factured and sold would be reduced and the net profit for the period in¬ 
creased. Proprietorship would not be reduced to its correct amount until the 
constructed fixed asset was completely depreciated by periodic charges to 
depreciation expense. Therefore, if the production of the fixed asset does 
not increase the factory overhead which is normally consumed by the 
products manufactured for sale, no portion of the regularly incurred over¬ 
head should be charged to the fixed assets. If the production of the fixed 
asset does increase the factory overhead—and it usually does increase — 
and if the increase were absorbed by the regularly manufactured product, 
the cost of the regularly manufactured product would be overstated and 
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profits during the construction period reduced. Therefore, the increased 
overhead logically should be added to the cost of the fixed assets, since these 
variable overhead costs are incurred because of the decision to construct. 
The auditor must verify material, labor, and overhead charges applicable 
to the constructed assets. 

If a company is using a leased building, the leasehold must be ex¬ 
amined, primarily in order to ascertain that improvements are being 
amortized over the life of the lease. The lease is also examined so that the 
auditor is familiar with cancellation clauses and their effect upon the carry¬ 
ing value of the improvements made to the property. Many office build¬ 
ings, department stores, specialty stores, and hotels are constructed on 
leased land. Most manufacturing companies own their land and buildings. 
All improvements to leased property must be written off over the life of the 
lease or the life of the improvement, whichever is shorter. 

3- Ascertain that Building Is in the Name of the Client. As in the case 
of land, the auditor must examine the client’s records and obtain other 
evidence to determine the ownership of the records. Confirmations may be 
requested, and legal aid may be necessary in the examination of public 
records. The examination should conclude with proof that there are no un¬ 
recorded mortgages or unrecorded liens for unpaid taxes and unpaid assess¬ 
ments. 

Buildings owned but used for other than business purposes should be 
shown as investments or other assets in the balance sheet. If buildings are 
owned by a real-estate company or by a builder, the properties should be 
carried as inventories and valued accordingly. 

4. Determine Liens. Records must be investigated and proof obtained 
to determine the extent of liens against buildings, which must be shown as 
liabilities and not as reductions of the book value of the buildings. As in the 
case of land, legal assistance may be required. 

5. Investigate the Proper Authorization for Appraisal Increases and De¬ 
creases. The auditor must examine all appraisal reports, the actions of the 
board of directors with respect to the appraisal, and the method of treating 
depreciation on the appraisal, both for account record purposes and for 
federal income tax purposes. 

As previously mentioned, buildings preferably should be valued at cost 
less the accumulated allowance for depreciation. If appraisal figures are re¬ 
flected in the accounts, the valuation should be at gross appraisal less the 
accumulated allowance for depreciation based on the appraisal. In the latter 
event the auditor must determine that the annual depreciation charge has 
been correctly handled. If the reader is not familiar with the theories under¬ 
lying these two methods, he should consult any recognized theory text. An 
illustration appears in Chapter 21 (p. 555 ). 

If depreciation is based on original cost, it is necessary that the Apprecia¬ 
tion Surplus account be reduced annually so that all accounts connected 
with the asset are eliminated when the asset is fully depreciated and retired. 
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To base depredation charges on appraisal (reproduction cost) is the pre¬ 
ferred method and the one generally approved by the Committee on Ac¬ 
counting Procedure of the American Institute of Accountants. Depreciation 
charges should be based on appraisal in order to compute net profit on a 
basis consistent with the balance sheet representations for the related assets. 
At the end of the life of the asset, the originally created Appreciation 
Surplus account will still be in the accounts, unless it has been permanently 
capitalized in the form of a capital stock dividend; this procedure is com¬ 
monly followed. For federal income tax purposes, only cost may be re¬ 
covered through depreciation charges for fixed assets. 

6. Prepare Depreciation Schedules. The responsibility of the auditor 
with reference to the annual depreciation provision and the total allowance 
for depreciation is to determine that both the annual provision and the 
total allowance are created in accordance with accepted principles con¬ 
sistently applied, that the annual provision is correctly computed, and that 
the basis of computation is proper. 

The depreciation schedule may be prepared separately, *s shown in Il¬ 
lustration 50, or it may be placed on the same working paper used to 
schedule the related asset. 

7. Verify Depreciation Rates, Calculations, and Allowances. The audi¬ 
tor should encourage the establishment of allowances for depreciation for 
every fixed tangible asset or every group of related assets, as opposed to 
direct credits to the asset accounts. He must verify the annual charges in 
order to determine the accuracy of the client’s computations, and he must 
ascertain that the depreciation policy is consistently followed. Net book 
values should be reviewed from the point of view of the general condition 
of the asset. He must determine, to the best of his ability, that the estimated 
life of the asset is proper and that salvage values are reasonable. Bulletin F, 
issued by the United States Treasury Department, may be used as a guide 
to proper rate determination for federal income tax purposes. The rates 
must be high enough to provide for obsolescence and inadequacy. The audi¬ 
tor then must determine that the entries for the amounts of depreciation 
are made in the correct manner and to the proper accounts. 

The auditor must not hesitate to discuss depreciation amounts or policies 
with the client, especially when he is of the opinion that policies and 
amounts and methods fail to reflect conditions reasonably. If he believes 
that depreciation is materially overstated or understated, his position should 
be made clear in his report. He should insist that the method be sound and 
practical, that it provide sufficient depreciation, and that depreciation be 
taken on idle plant. Occasionally, depreciation—and depletion—for income 
tax return purposes differ from book depreciation; this is proper if both 
are correct for their respective purposes. 

Each allowance for depreciation account should be completely verified 
for all entries made during the current fiscal period. If the audit is a repeat 
engagement, the auditor must determine that the book balances at the be- 
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ginning of the year agree with his preceding working paper balances; and 
he must verify entries for the current year. In the event of a first audit, it 
may be necessary to analyze the accounts back to their inception in order to 
determine the accuracy of the balances, or at least as far back as necessary 
to determine the propriety of the total balance of the account. Approval of 
the United States Treasury Department of federal income tax returns of 
past years will serve as a guide to the reasonableness at the top level of past 
annual depreciation. Also, on a first audit a review should be made of all 
larger amounts. 

Charges to the'allowance for depreciation accounts should be carefully 
investigated to determine their reasons and propriety. The only charges to 
allowance accounts which should appear are (a) debits for extraordinary 
repairs and replacements which have the effect of lengthening the life of 
the asset; (b) debits for assets sold or otherwise disposed of, for an amount 
equal to the accumulated allowance against the asset; and ( c ) correcting 
entries. In connection with fixed asset retirement, the auditor must see also 
that the asset is removed from the asset account to the full extent of its cost 
(or appraisal value, if that is used). All losses or gains on asset disposition 
must be properly accounted for, and proper disposal must be made of the 
losses or gains. Income tax provisions with respect to assets carried in group 
accounts must not be ignored. It is therefore better to carry separate asset 
and allowance for depreciation accounts so that losses may be considered as 
such and not appear as general reserve charges. 

In auditing the depreciation allowances, it is a good plan to verify the 
depreciation expense debits to be certain that the expense accounts contain 
depreciation only for the year under audit. The auditor must always obtain 
an idea of the extent of repair and replacement and general maintenance 
work performed in connection with the fixed assets. Some companies are 
lax with respect to maintenance, whereas others maintain all fixed equip¬ 
ment in excellent operating condition. 

ILLUSTRATION. Two companies might each use 10 per cent as the 
depreciation rate on machinery and 2 per cent on buildings. If the A 
Company does not keep its buildings and machinery in good repair, 

2 and 10 per cent might be too low a figure; whereas, if the B Company 
does maintain all fixed assets in good operating condition, 2 and 10 per 
cent might be entirely too high. Depreciation is always an issue 
peculiar to each individual case, regardless of necessary unification of 
rates for taxation and other purposes. 

8. Investigate the Insurance for Adequate Coverage. Insurance policies 
In effect on buildings must be carefully examined by the auditor in order to 
determine the adequacy of protection. In the event of a loss from fire, ex¬ 
plosion, or any other insured casualty, the auditor must ascertain that the 
accounting has properly set forth losses. The final net loss should, of course, 
be shown at its net amount after insurance adjustments have been made. 
When a building has been destroyed, either intentionally or by casualty, 
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the Building account and all other accounts connected with the building 
must be completely closed out. 

9. Ascertain that Profits or Losses on Sales Have Been Entered in Proper 
Accounts. The profit or loss on the sale of a building or any other fixed 
asset is the difference between the amount received and the book value of 
the asset sold. The profit or loss is partially affected by the method of com¬ 
puting depreciation from the end of the preceding accounting period to the 
date of the sale in the current accounting period. Variations in practice may 
be illustrated as follows: 

A COMPANY: Depreciation is computed from the exact date of acquisition 
to the exact date of disposition. 

B COMPANY: Depreciation at the annual rate is computed on the period- 
opening balance of the account, and acquisitions and disposi¬ 
tions are not considered. 

C COMPANY: Depreciation ar the annual rate is computed on the period- 
closing balance of the account, and acquisitions and disposi¬ 
tions are not considered. 

D COMPANY: Depreciation at the annual rate is computed on the period¬ 
opening balance of the account, plus or minus one half of 
the annual depreciation on net acquisitions or dispositions 
during the year. 

E COMPANY: Depreciation at the annual rate is computed to the nearest 
end of the month on assets acquired or disposed of. 

The auditor must vouch disposition entries to determine that they con¬ 
form to accepted principles and practice. 

10. Verify Building Incomes and Expenses . When buildings or por¬ 
tions of them produce rental income, the auditor, by reasonable test, must 
verify the incomes earned and the expenses incurred in earning the rental 
income. Whether or not a rental agent is used, lease or other rental agree¬ 
ments should be examined, together with the rental schedule. The amounts 
called for under the lease agreements should be totaled for the year and 
compared with the total of the rent income recorded—after allowing for 
lost rentals caused by idle space and uncollected rents. If necessary, the audi¬ 
tor may request confirmations of the rentals from the tenants, as well as 
confirmations of delinquent rents. Rental income may or may not be ac¬ 
crued; the policy for accruing expenses of the rental property should be 
consistent with the policy followed for the accrual of rental incomes. 

The audit of the expenses connected with rented buildings should fol¬ 
low the same procedure as the examination of any other expense, with a 
sufficient vouching of each type of expense to assure the accuracy of the 
results. 

Standard No, 19 

Based upon the auditing procedures set forth and developed in this 
chapter—and to be developed for other fixed tangible assets in the next 
chapter—the following standard for fixed tangible assets is presented: 
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No. 19- "The auditor must obtain satisfactory evidence of ownership. 
He must be satisfied that the basis of carrying fixed tangible assets in the 
accounts is in accordance with recognized accounting principles and that 
additions and improvements have been properly capitalized. He must be 
satisfied that the policies followed for depreciation, depletion, retirements, 
replacements, and repairs are in accordance with accepted accounting prin¬ 
ciples; and he must be assured of the propriety for the provisions of de¬ 
preciation, depletion, and amortization, all in accordance with recognized 
principles of accounting.” 

Internal Control Quesfionnaire for Fixed Tangible Assets 

The internal control questionnaire for fixed tangible assets is presented 
in Illustration 54 (p. 434). 

QUE5TION5 AND PROBLEM5 

1. In auditing the records of a company for rhe first time, would you be willing 
to place your entire confidence in either a warranty deed or a quitclaim deed 
(a) as evidence of ownership of the land and (b) as evidence of the price 
of the land? 

2. The Beecher Company constructed a new factory building for its own 
use at a contract price of $750,000. Payment to the construction company 
was made in Beecher Company first mortgage, 20-year, 4 per cent bonds, at 
a price of %. During the audit of the records of the Beecher Company, it 
was discovered that the total of the 4 per cent discount had been charged 
to the Building account. Is the procedure correct or incorrect? Present rea¬ 
sons for your answer. 

3. The Binon Company was organized on January 6, 1951, with an authorized 
capital stock of 100,000 shares of common, par $20 per share. One half of 
the stock was sold for $16 per share, and the other half of the stock was 
given in payment for a fully equipped building and a land site. During the 
course of your audit for the year ended December 31, 1951, you noted that 
the various fixed asset accounts involved have been charged for a total of 
$1 million and that the Capital Stock account has been credited for $1 mil¬ 
lion. In view of the fact that the board of directors may use any valuation 
it desires, do you consider the fixed assets correctly debited for $1 million? 

4. As of January 1, 1951, the Everlast Leather Company leased several acres of 
land on which they immediately constructed a shoe manufacturing plant 
with an estimated life of 50 years. On March 31, 1951, they sublease a two- 
acre section to the Keepwarm Furnace Manufacturing Company, which has 
constructed a wooden building with an estimated life of 25 years. Everlast’s 
lease is for 40 years, and the sublease to Keepwarm is for 30 years. 

What procedure should be followed by the auditor? Prepare your answer 
in the form of an audit program. 

5. a) The Waterfront Manufacturing Company has suffered extreme property 

damage through floods, which washed away one building valued at 
$25,000 and caused $10,000 damage to another building. It has been 
suggested that the $25,000 for the destroyed building be left on the 
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books as a capital asset and that the reconstruction cost for the new 
building, $30,000, be added to the account. You are presented with the 
argument that the total plant investment amounts to $55,000. It also 
has been suggested that the $10,000 Hood damage to the second build¬ 
ing be capitalized. What are your reactions to these two proposals? 

b ) Assume that the Waterfront Manufacturing Company sold to the Dry 
Dock Company the building damaged to the extent of $10,000 by the 
flood. If the Dry Dock Company spent $10,000 to rehabilitate the build¬ 
ing before occupancy, is the outlay to be capitalized or charged to ex¬ 
pense? 

6. a) The Tuckerman Company manufactures toys. It used its regular em¬ 

ployees to construct a new building This work was done during that 
period of the year when toy manufacture was at a low point. The new 
building cost $11,500, which did not include generally proratable 
factory overhead but did include overhead applicable to this construc¬ 
tion. If the building had been built under contract, it would have cost 
$13,800. The company desires to put the building on the books at that 
figure and asks your advice. Is the request reasonable and satisfactory? 
b) Assume that the Tuckerman Company already had placed the building 
on the books at $13,800 and insisted that no other figure be used. Pre¬ 
pare the journal entry to put the building on the books and the entry 
to show depreciation at the end of the first year, assuming no scrap 
value and a life of 20 years. 

7. On January 1, 1949, the B Company assigned to the D Company, for a 
substantial consideration, its lease on a piece of vacant property, which will 
run until January 1, 1980, with an option of renewal for an additional 
period of 20 years. 

During the year 1949 the D Company constructed on the property a 
building with an estimated life of 50 years. On January 1, 1950, the build¬ 
ing was ready for occupancy and the company installed removable machinery 
with an estimated average service life of 20 years. 

In view of the foregoing facts, state over what period each of the follow¬ 
ing on the D Company’s books should be written off: 

a) Bonus paid to the B Company 

b) Original cost of the building 

c) Cost of building improvements 

d) Machinery 

Present reasons for your answers. 

(AJ.A.) 

8. In the course of the audit of the accounts of the Pick Manufacturing Com¬ 
pany, the analysis of the Building account showed the following debits and 


the reasons therefor: 

a) Interest. $7,000 

b) Fee to industrial engineers. 5,000 

c) Title fees for prospective land purchase. 500 

d) Major roof reconstruction . 3,000 


a) The interest was on a mortgage against the building. The mortgage was 
executed 11 months ago, and the building is 8 years old. 
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b) The fee ro the industrial engineers was for advice and plans concerning 
the rearrangement of plant machinery. The advice was not followed. 

c) The title fees for the prospective land purchase were in connection with 
the contemplated plan of acquiring a land site for another factory in an¬ 
other city. 

d) The roof was reconstructed of the same material as the original roof, 
which also cost $3,000. 

What is your position with respect to the propriety or impropriety of the 
foregoing entries? 

9- What is the cost (a) of the land and (b) of the building in the following 
case? 

The Larch Manufacturing Company erected a new plant. The company 
bought, for $70,000, a land site upon which was located a building. Legal 
fees for the contract of sale and for title examination amounted to $300. 
The accounts of the seller, summarized, showed the following: 


Land . $40,000 

Building .$90,000 

Less: Reserve for depreciation . SO,000 10,000 

Total ." $50,000 


The Larch Company razed the old building and realized $500 net pro¬ 
ceeds from the sale of the building materials. Six months were necessary 
to construct the new building, which cost $150,000. Taxes during the 
construction period amounted to $1,000. In order to build the factory, it was 
necessary for the Larch Company to borrow $100,000 for a period of two 
years, giving a first mortgage on the land and building. The interest rate on 
the loan was 6 per cent. Insurance during construction was carried by the 
Larch Company; premiums amounted to $2,500 for a five-year period. The 
vice-president of the company spent the entire six months conferring with 
the architects and working with the contractors. His salary is $17,000 per 
year. 

10. During the course of your audit of the Burney Corporation, which was 
organized in June, 1951, you discovered the following account in the Gen¬ 
eral Ledger at the date of the audit, December 31, 1951: 

Fixed Properties 


Date 

Item 

Debits 

1951 

June 

B 

Organization fees paid tn the state 

1,500 


16 

Bund discount 

2,400 


16 

Land site and old existing building 

240,000 

July 

30 

Corporate organization costs 

3,000 

2 

Title clearance fees 

2,800 

Aug. 

28 

Cost of razing old existing building 

4,200 

Sept. 

1 

Salaries of Burney Corporation executives 

9,700 

Dec. 

12 

Stock bonus to corporate promoters; $10 par per share; 2,000 


15 

shares 

Bond interest, six months 

20,000 

1,500 


15 

County real-estate tax 

2,200 


15 

Cost of new building completed 

555,000 
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Moreover, during the course of this audit, the analysis of the foregoing 
account and of other accounts disclosed the following information: 

a) The building acquired on June 16, 1951, was valued at $40,000. 

b) The company paid $4,200 for the demolition of the old existing build¬ 
ing, then sold the scrap for $200 and credited the proceeds to Miscel¬ 
laneous Income. 

c) The company executives did not participate in the construction of the 
new building. 

d) Bonds of a par value of $100,000, life 10 years, were sold to an under¬ 
writing syndicate at 97.6, to complete the financing of the new building. 

e) The county real-estate tax was for the six months ended December 31, 
1951, and was assessed by the county on the land. 

Prepare adjusting entries to correct the Fixed Properties account. Each 
journal entry should include an explanation. • 

(A.I.A.) 

11. What two steps should an auditor take in order to protect himself from 
censure in the event thar a building has been appraised upward in the ac¬ 
counting records of a client? 

12. The Hazel Company has overdepreciated its assets in past years, thus result¬ 
ing in an excessive allowance for depreciation. The directors propose to pay 
a cash dividend by a debit to the allowance for Depreciation account and a 
credit to the Dividends Payable account. Your advice is requested concern¬ 
ing the extent and the conditions under which such an allowance may be 
used for that purpose. 

13. In the course of the examination of the records of the Burns Company, the 
following entries were discovered: 

Buildings.%.100,000 

Appreciation Surplus. 100,000 

Tn revalue the buildings in accordance with an increase 
in market value. The appraisal was by the Western 
Appraisal Company. Original cost c>f the buildings, six 
years ago, $800,000. 


Appreciation Surplus.100,000 

Common Stock Dividend Payable . 100,000 


Dividend declared on common stock by the board of 
directors, payable on June 25 to stockholders of record 
as of June 1. Common stock outstanding now is 
$ 1 , 000 , 000 . 


Common Stock Dividend Payable .100,000 

Common Stock . 100,000 


To record the dividend payment. 

Is the situation as recorded acceptable practice? Is the procedure legal in 
your state? If the dividend were a cash dividend, would you change your 
answers in any way? 

14. Brookville, Indiana, erected a new school building. The money for the con¬ 
struction was obtained from a 40-year bond issue, and the building was 
estimated to last 40 years. A sinking fund was provided for the payment of 
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the bonds at maturity. In establishing the county tax rate, no provision for 
depreciation of the building was made by the county commissioners; and 
they insist that none should be made. The Brookville School Board was of 
the opinion that provision for depreciation should be made in the tax rate. 
Which of the parties to the controversy is correct? Support your position. 

15. The Searchlight Corporation owns a modern plant. The plant is not in opera¬ 
tion and has been idle for several months. Recently, it was leased to the 
Hadrene Company for a four-year term, with an option to purchase. The 
terms were as follows: 

a) The Hadrene Company is to pay a rental of $4,000 per month. 

b) The Hadrene Company is also required to pay $5,000 quarterly to the 
lessor. This amount is to be applied toward the option to purchase and 
against the purchase price of $500,000 if the option is exercised. If the 
option is not exercised, the amounts are to be considered as additional 
rent. The option may be exercised by the lessee at any time during the 
four-year period. 

c ) All improvements and additions made by the Hadrene Company are to 
revert to the Searchlight Corporation at the end of the four-year term if 
the purchase option is not exercised. 

The plane cost the Searchlight Corporation $500,000. It was estimated to 
have a depreciable life of 20 years. At the date of execution of the lease the 
plant was two years old, and the allowance for depreciation stood at $50,000. 

During the first year of the lease the Hadrene Company spent $150,000 in 
improvements of a permanent nature. 

Because the sales option price was equal to the cost to the Searchlight 
Corporation, and because the book value was below the sales price, the 
lessor decided to omit the annual depreciation of $25,000. The Searchlight 
Corporation further supported its position by pointing out that depreciation 
on the plant for four years would amount to $100,000, whereas the de¬ 
preciated value of the improvements would amount to $120,000. 

a) Is the Searchlight Corporation correct in omitting depreciation? 

b) How should the Searchlight Corporation treat the $5,000 received 
quarterly? 

c) How should the foregoing transactions be shown in the financial state¬ 
ments? 

16. The A Corporation computes annual depreciation on its plant on the basis 
of units of production. The plant asset balance at January 1, 1951, was 
$1,250,000, and the allowance for depreciation at that date was $395,000, 
leaving a balance of $855,000 to be charged off through depreciation. It 
was then estimated that, starting on January 1, 1951, 1,900,000 units would 
be produced over the remaining useful life of the plant. In 1951, 220,000 
units were produced. 

No change occurred in the Plant account or the Depreciation Allowance 
account, except for the 1951 depreciation, until January 1, 1952. On that 
date an item of equipment which cost $75,000 was retired and scrapped. 
The management’s policy is to charge the cost of plant assets retired to the 
Allowance for Depreciation. On the same date, new equipment costing 
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1124,000 was placed in service; payment was made in cash for the equip¬ 
ment. It was then re-estimated that, as a consequence, there would be pro¬ 
duced 2,000,000 units over the remaining useful life of the plant from 
January 1, 1952. The production was 245,000 units in the year 1952. 

Present journal entries with brief explanations to record the effect of the 
foregoing retirement and addition of equipment and for depreciation for 
the years 1951 and 1952. 



FIXED TANGIBLE ASSETS (CONTINUED) 


MACHINERY, EQUIPMENT, AND OTHER ASSETS 

Because the audit procedures are the same for machinery, equipment, large 
tools, furniture, and delivery equipment, one audit program is presented 
for all items. Special comments necessary for any one type of asset are 
offered where necessary. 

The remarks in Chapter 15 for the determination of the original valua¬ 
tion base for buildings apply with equal propriety to the assets considered 
in this chapter. The depreciation procedures developed in the preceding 
chapter for buildings likewise are applicable to other fixed assets and are 
not repeated here. 

In an initial audit of machinery and factory and other equipment, the 
first step should be a trip through the factory, to learn the names and func¬ 
tions of the machines and equipment. If a machine list exists, or if it is 
possible to transport subsidiary machinery records through the factory, the 
machinery should be checked with the list or the subsidiary ledger accounts 
in order to become familiar with the machines and to verify the records. 

During an examination of machinery acquisitions of past periods, the 
accountant should exercise care to determine the disposition of such charges 
as transportation costs on purchased machines, installation costs, reinstalla¬ 
tion expenses, and the costs of constructing machines for company use. The 
point of this section of the examination is to be certain that only proper 
items for capitalization are included in the accounts and that the accounts 
contain all charges which should be capitalized. The deductions made from 
the accounts in past periods should be tested sufficiently to convince the 
auditor that they were properly made; if any such credits are improper, the 
accountant should prepare the necessary adjustments. Ordinary repairs and 
replacements should be charged to expense, and the accountant must ascer¬ 
tain that they have been so treated in past periods; extraordinary repairs 
and replacements should be charged to the allowance for depreciation if the 
life of the asset is thereby prolonged beyond the original estimate of life. 

The allowances for depreciation of machinery, equipment, and other 
fixed assets should be analyzed for several consecutive past years; and reports 
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of the United States Treasury Department should be examined to ascertain 
acceptance or rejection of the depreciation provisions of the company. In 
addition, on a first audit the accountant should determine if his client has 
taken advantage of the maximum depreciation possible in accordance with 
Treasury Department bulletin suggestions and in accordance with usage of 
the assets. The depreciation policy should be consistent from year to year; 
and the rates should be established to provide for obsolescence and inade¬ 
quacy, in addition to normal wear. Provisions of past years should be 
thoroughly tested; the general adequacy of the past annual provisions may 
be judged by reviewing the gains or losses upon disposition and retirement. 
In reviewing the allowances for depreciation, it should be borne in mind 
that charges to the allowances should appear only for corrections, disposi¬ 
tions, retirements, and extraordinary repairs and replacements. 

Audit Program for Machinery, Equipment, Large Tools , Furniture, De¬ 
livery Equipment 

The following audit program is presented for the assets indicated above; 
it is similar to the audit program for buildings. 

1. Schedule each account. 

2. Vouch and schedule charges and credits. 

2 >. Thoroughly examine or analyze related expense accounts. 

4. Examine for liabilities related to fixed assets. 

5. Prepare depreciation schedules. 

6. Verify depreciation rates, calculations, and allowances. 

7. Investigate and schedule the adequacy of insurance coverage. 

8. Ascertain correct accounting for profit or loss on disposition. 

9- Examine treatment of retired assets. 

The procedures to be followed are developed in the following subsec¬ 
tions. 

1. Schedule Each Account. The schedule for each fixed asset account 
should be prepared in a manner similar to that of Illustration 51. The 






Allowance 


Company Truck 


Age at 

for Depre- 

Date 

Number and 

Cost 

December 

elation at 

Purchased 

Name 


31, 1950 

December 





31, 1950 

June 10, 1947 

1. Ford 

$ 2,328 50 

3 1 2 y^rs 

$2,037.44 

Aug. 20, 1947 

2. Chevrolet 

2,540 10 

3^ years 

2,116.74 

FeK 18, 1948 

3. Ford 

1,972 B0 

1% years 

1,397.40 

Mar. 3, 1949 

4. G.M.C. 

3,246.20 

1% years 

1,487.85 

May 23, 1950 

5. G.M.C. 

3,335 40 

7l2 year 

486.41 

Aug. 24, 1950 

6. G.M.C. 

3,690.50 

M year 

307.54 



$17,113.50 


$7,B33.38 








Illustration 51 


SAWER BISCUIT COMPANY 
Analysis of Delivery Equipment Account 
December 31, 1951 


1950 


Dec 

31 

Balance per ledger and audit 



$17,113 50 

1951 


Additions 




Feb 

1 

Truck Nd 7, Ford chassis #1357910, Knoblock 






Edwards Company 

VR B6 


2,060 00 

Feb 

1 

Truck No 7, body for Ford chassis #1357910, 






American Auto Body Company 

VR B6 


1,246 B0 

April 

4 

Painted truck No 4 

VR 92 

AJE 1 

175 00 

June 

11 

Tires for trhek Nd 5 

VR 97 

AJE 2 

160 00 

July 

9 

Repairs to truck No 5—accident 

VR 9B 

AJE 3 

300 00 

Oct 

1 

Traded truck No 3 for truck No B—cash to boot 

VR 101 

AJE 4-5 

2,200 00 

Dec 

1 

GMC panel truck No 9, #246B112, Powell 





Garage 

VR 106 


2,714 50 






$25,969 B0 



Deductions 




Mar 

1 

Truck No 2 sold for $500 cash 

CR 36 

AJE 6-7 

$ 500 00 

July 

IB 

Insurance recovery on accident to truck No 5 

CR 40 

AJE B 

200 00 






$ 700 00 

Dec 

31 

Balance per ledger 



$25,269 B0 



AJE 1 






Repairs to Delivery Equipment 

175 00 





Delivery Equipment 

Ordinary repairs—painting 


175 00 

175 00 



AJE 2 






Repairs to Delivery Equipment 

160 00 





Delivery Equipment 

Ordinary repairs—tires 


160 00 

- 160 00 



AJE 3 






Repairs id Delivery Equipment 

300 00 





Delivery Equipment 


300 00 

- 300 00 


Ordinary repairs—accident 

AJE 4 

Depreciation of Delivery Equipment 369 90 

Allowance for Depreciation of Delivery Equip¬ 
ment 369 90 

Truck No 3, depreciation 9 months, $1,972 BO at 
25 per cent for three-fourths of a year 


AJE 5 

Allowance for Depreciation of Delivery Equipment 1,767 30 
Delivery Equipment 

Truck No 3, book value at October 1, 1951 


(traded for truck No B) 

Cost $1,972 BO 

Reserve at October 1, 1951 1,767 30 


Book value $ 205 50 

Carrying value of truck No B 

Cash $2,200 00 

Book value of truck No 3 205 50 


$2,405 50 


1,767 30 


1,767 30 
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AJE 6 

Depreciation of Delivery Equipment 105.84 

Allowance for Depreciation of Delivery Equip¬ 
ment 105. B4 

To depreciate truck No 2 for 2 months, to the 
date of sale, March 1, 1951, $2,540 10 at 25 per 
cent for one-sixth of a year 

Total allowance $2,116 74 

1951—2 months 105 B4 

Total (see AJE 7) $2,222 5B 


AJE 7 

Allowance for Depreciation of Delivery Equipment 
Delivery Equipment ($2,540 10 — $500 00 
cash) 

Profit on Sale of Fixed Assets 
Correction for truck Nd 2, sold 

AJE 8 

Delivery Equipment 200 00 

Repairs to Delivery Equipment 200 00 — 200.00 

Removal of insurance recovery 

Dec. 31 Account balance per audit $21,027 40 

Composition at December 31, 1951 
Truck No 1 

4 

5 

6 

7 

8 
9 

$21,027 40 


$ 2,328 50 
3,246 20 
3,335 40 
3,690 50 
3,306 B0 
2,405 50 
2,714 50 


2,222 5B 

2,040 10 - 2,040 10 
1B2 4B 


auditor must be certain that asset account balances at the beginning and at 
the end of the period agree with the beginning and ending balance sheet 
balances. 

The composition of the asset account (for Illustration 51) and its 
allowance for depreciation (for Illustration 52) is as follows at December 
31, 1950, in accordance with the ledger and the audit of that date. An 
annual depreciation rate of 25 per cent of cost is used, computed to the first 
of the month closest to purchase. 

2. Vouch and Schedule Charges and Credits. The ledgers for sub¬ 
sidiary machinery, furniture, equipment, etc., should be reconciled with their 
respective controlling accounts. The subsidiary ledger accounts should be 
reviewed to determine that they are properly maintained. 

Authorizations for acquisitions of fixed assets, purchase orders, and 
vendors’ invoices should be examined and vouched through the books of 
original entry into the fixed asset accounts (or vice versa). This is necessary 
in order to establish the propriety of the charges. Normally, the criterion of 
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a proper charge to a fixed asset account—for the acquisition of a fixed asset 
—is on the basis of a service life of more than one year. 

The proper cost of a fixed asset is its net cash invoice price, plus transpor¬ 
tation charges, installation costs, and any other cost necessary to place the 
asset in condition for use. 

In verifying the cost of a fixed asset and vouching the charges to the 
fixed asset account, the underlying data may consist of the following: 

a) An internal requisition for new equipment. 

b) An approval by the board of directors, the finance committee, or an au¬ 
thorized person. 

c) A purchase order or contract to the vendor. 

d) A paid cheque, either for part or full payment. If the paid cheque is not 
for the full amount, the auditor must determine the manner of making 
the remaining payments. 

e) Transportation invoices if the purchaser is charged for transportation. 

/) Work orders for (1) installation costs, (2) fixed assets constructed for 
the client’s own use, and (3) improvements and major part replacements. 

g) Journal entries recording the acquisition. 

h) General journal entries for appraisals, transfers, etc. 

If the client manufactures fixed assets for his own use, the auditor must 
verify charges to the asset account for material, labor, direct overhead, and 
general overhead prorated to the work order. 

With respect to factory machinery, rearrangement and reinstallation costs 
are occasionally incurred. Since the original cost of arrangement and installa¬ 
tion has already been capitalized, the capitalization of rearrangement and 
reinstallation costs would be incorrect because the asset has not been in¬ 
creased in capital value, even though it may be of greater productivity and 
general usefulness. Rearrangement and reinstallation costs ( a ) may be 
charged to current operations, if the expense is not an undue burden on the 
current period; or (b) may be set up as a deferred charge to operations, to 
be amortized over a period not in excess of the period to be benefited. 

If a fixed asset charge results from an appraisal, the auditor must‘exam¬ 
ine and be satisfied with a qualified appraisal report. Appraisals of fixed 
assets other than land or buildings are not common unless a lump-sum 
purchase of fixed assets is made—usually of used equipment. 

All credit entries should be completely vouched from original evidence 
through the journals to the fixed asset accounts. Proper credit entries should 
appear for sales, exchanges, retirements, returns, and allowances received 
for defective items which are not returned to the vendor. 

In vouching sales of fixed assets, evidence should be available for the 
authorization to sell, invoice copy, cash receipt, journal entries to remove 
the entire original cost of the asset sold, and the entire related allowance for 
depreciation. 

In vouching exchanges of fixed assets, evidence should be available for 
the authorization to exchange, invoice copy or agreement copy, cash receipt 
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or disbursement for a net differential, and all necessary adjusting journal 
entries. An illustration of an exchange appears on page 430. 

When assets are retired without sale, there should exist proper authoriza¬ 
tions for the retirement; and there should be journal entries to remove the 
asset and related allowance for depreciation from the active accounts to a 
Retired Assets account. When a new asset is purchased to replace an existing 
one, and if the asset accounts do not contain credit entries, the transaction 
must be investigated. 

When fixed assets are returned to the vendor, journal entries should be 
supported by correspondence and credit memoranda. If the fixed asset 
account has been charged for transportation, installation, and other make- 
ready costs for the asset returned, those charges should be removed by ex¬ 
pense debits, on the normal assumption that the credit allowed by the vendor 
will not exceed the invoice price. 

If allowances are granted after a fixed asset has been charged to the ac¬ 
count, the auditor should investigate to ascertain that the allowances have 
been credited to the proper fixed asset account and not credited to income. 

3. Thoroughly Examine or Analyze Related Expense Accounts. An 
examination of repair and maintenance accounts will more frequently dis¬ 
close the inclusion of capital expenditures than will an examination of fixed 
asset accounts reveal the inclusion of expense charges. If special column 
journals are used, entries in repair and maintenance accounts should be 
analyzed in detail, since a large item in the account may be the result of 
several small items in the journals, posted in total at the end of the month. 

Complete asset acquisitions—no matter how small—should never be 
charged to repairs and maintenance. Frequently, small perishable hand tools 
are charged to Repair and Maintenance Expense at acquisition; they should 
be charged to a Small Tools Expense (or asset) account. The repair and 
maintenance accounts may properly bear charges for part replacements 
necessary to maintain an asset in a condition of sound operation. Charges to 
repair and maintenance accounts which should be capitalized usually result 
from a desire to reduce income for tax purposes or for reports to stock¬ 
holders. Charges based upon such reasons cannot be permitted by the au¬ 
ditor. 

4. Examine for Liabilities Related to Fixed Assets. By invoice exam¬ 
ination and the obtaining of confirmations, the auditor must determine that 
liabilities have been recorded for all fixed asset construction completed to 
the end of the period and that the amounts are charged to the proper asset 
accounts. 

Purchase commitments open at the end of the period for fixed asset 
acquisitions should be scheduled. The total of the open commitments 
should be set forth in the audit report if they are material in amount and if 
current assets will be required in material amount early in the succeeding 
accounting period. 

Where expensive machinery has been purchased on a deferred payment 
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Illustration 52 


SAWER BISCUIT COMPANY 
Analysis of Allowance for Depreciation of 
Delivery Equipment Account 
December 31, 1951 


1950 

Dec 31 Balance per ledger and audit 

1951 

Dec. 31 Company addition 

$25,969 BO @ 25% 

Dec 31 Balance per books 

AJE 9 

Allowance for Depreciation of Delivery Equipment 6,492 45 
Depreciation of Delivery Equipment 
To remove company computation 


$ 7,B33 3B 


6,492 45 


$14,325 B3 


6,492 45 - 6,492 45 


Allowance charges—from Illustration 51 
Truck No 3 
Truck No 2 

Allowance credits—from Illustration 51 
Truck No 3 
Truck No 2 


1,767 30 
2,222 5B 


369 90 
105 B4 


- 3.9B9.BB 


475.74 


AJE 10 

Depreciation of Delivery Equipment 

Allowance for Depreciation of Delivery Equip¬ 
ment 


To depreciate 

: the trucks 

listed, as follows 


o 1 

$2,328 

50® 

25% 

for 

Yl year 

$ 291 

06 

4 

3,246 

50® 

25% 

for 

1 year 

Bll 

62 

5 

3,335 

40® 

25% 

for 

1 year 

B33 

B5 

6 

3,690 

50® 

25% 

for 

1 year 

B97 

62 

7 

3,306 

BO @ 25% 

for 

1 H2 y^r 

757 

BO 

B 

2,405 

50® 

25% 

for 

l A year 

200 

45 

9 

2,714 

50® 

25% 

fur 

Ji 2 year 

56 

55 







$4,04B 

95 


Dec. 31 Account balance per audit 


4.04B 95 


4.D4B 95 + 4,04B 95 


$ B.37B 19 


plan, the auditor should examine the installment sales contract or other 
documents to determine the payment provisions and the title provisions. A 
common method of acquisition is for the buyer to pay an initial sum and 
to execute several notes for the unpaid balance, the notes maturing at the 
end of stipulated intervals of time. The notes probably are secured by a 
mortgage on the asset purchased. If this is the situation, title has passed to 
the buyer. In some cases, title will not pass until the equipment has been 
completely paid for. 

In any case the equipment should be charged to the proper asset account 
at its net cash purchase price. Initial finance charges and interest charged 
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Illustration 53 
WINGATE COMPANY 

Analysis of Office Furniture and Allowance for 
Depreciation Accounts 
December 31, 1951 


Year 

Assets 

Allowance for Depreciation 

Book 
Value 
Decem¬ 
ber 31 

Annual 

Addition 

Annual 

Deduction 

Balance 

December 

31 

Annual 

Addition 

Annual 

Deduction 

Balance 
Decem¬ 
ber 31 

1946 

$8,000 

0 

f 8,000 


0 

$ 400 

$7,600 

1947 

2,000 

0$ 300 

9,500 


$ 25 

1,250 

B.250 

194B 

1,000 

0 

10,500 

rj 

0 

2,225 

8,275 

1949 

300 

0 1,000 

10,000 

mssscM 

300 

2,950 

7,050 

1950 

BOO 

0 BOO 

10,000 

l.ooov 

320 

3,630 

6,370 

1951 

O 2,000 

0 

12,000 

1,100V 

0 

4,730 

7,270 


0 One-half year at 10 per cent 
(J) Sold cash register; cost $300 
0 Sold Burroughs inventory machine; cost $1,000 
0 Sold Friden calculator; cost $800 
V Calculation verified 
O Vouched 

in advance on the unpaid notes should not be charged to the asset account 
but should be charged to expense or prepaid expense. A liability should be 
created for the total unpaid balance. 

Depreciation on assets purchased on a deferred payment plan is to be 
charged on the asset account total and not upon the paid portion of the 
contract. If payments are made under a rental contract which provides for 
the privilege of purchase if the lessee desires, prior rental payments made 
by the lessee should be capitalized at the time of purchase. If the outright 
purchase price is less than the accumulated rentals plus the balance paid, 
the smaller amount should be capitalized. Furthermore, at the time of pur¬ 
chase, depreciation to date should be offset against the capitalized rentals. 

If the use of rental or owned equipment involves royalty arrangements, 
the royalty payments do not attach to the equipment; the royalty liabilities 
should be set forth separately. If advance royalty deposits exist, the unused 
portion must be calculated from production, usage, or other records. The 
auditor’s working papers must describe fully the conditions surrounding the 
royalty agreements; and, if necessary, the audit report should contain com¬ 
plete data and explanations. 

5. Prepare Depreciation Schedules. Depreciation schedules may be 
separately prepared, or they may be prepared on the same working papers 
as the related asset or group. Illustration 52 presents an analysis of the 
allowance for depreciation of the fixed assets scheduled in Illustration 51. 

If a fixed tangible asset account is made up of a large number of related 
items, and if a composite rate of depreciation is used, a schedule similar to 
Illustration 53 may be prepared for the assets and the related depreciation. 
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6. Verify Depreciation Rates, Calculations, and Allowances. The ob¬ 
jectives of the auditor in examining rates, calculations, and allowances are 
as follows: 

a) To ascertain the adequacy of the allowances for depreciation. 

b) To determine the accuracy of the calculations and the annual additions to 
the allowances. 

c) To determine the consistency of the application of the depreciation meth¬ 
ods in accordance with accepted principles of accounting. 

d) To determine that allowances and related asset accounts have received 
proper accounting entries when assets have been sold, exchanged, or dis¬ 
carded. 

If fixed assets have been reappraised during the period, the auditor must 
verify the entries for the revaluation, determine that the appraisals were 
made by competent parties, and verify the charges and credits in the 
allowance for depreciation accounts. 

The auditor must examine the reasonableness of the rates used and verify 
the calculations of the amounts charged to expense. A composite rate—for 
each class of asset—may be used, or each subsidiary ledger account may 
have its individual applicable depreciation rate. In the latter case, reasonable 
tests should be made of the subsidiary accounts, followed by totaling the 
depreciation charges for the ledgers. 

An inspection of the machinery, equipment, delivery equipment, and 
furniture and fixtures often results in placing the auditor in a much better 
position to judge the adequacy of the allowance for depreciation than if he 
were familiar with book records only. 

7. Investigate and Schedule the Adequacy of Insurance Coverage. The 
auditor must examine insurance policies carried on fixed assets to determine 
the amount and adequacy of the protection. If protection appears to be 
inadequate, the situation should be discussed with the client and mentioned 
in the audit report. 

If title to assets is not vested in the client—for rented equipment, install¬ 
ment purchase contracts, etc.—the auditor must be certain that the insurance 
requirements of contracts and leases are being followed. 

8. Ascertain Correct Accounting for Profit or Loss on Disposition. The 
auditor must verify all deductions made from fixed asset accounts during the 
period under examination, and he must be certain that all entries in connec¬ 
tion with deductions were properly made. Also, he must be alert to detect 
the omission of any entry when assets have been retired (see paragraph 9, 
below), particularly if the retired assets have not been sold or physically 
scrapped. The auditor’s inspection of the plant and his examination of 
insurance policies may reveal such instances. The cash receipts for all major 
disposals should be traced to the cash records. Verification of the reduction 
of the controlling account for allowance for depreciation must also be made 
to ascertain that the allowance accounts were properly reduced. 
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9. Examine Treatment of Retired Assets. By plant inspection and ques¬ 
tions directed to the proper personnel, the auditor should search for evidence 
of retired assets. A retirement is not necessarily accompanied by physical 
disposition; an asset may be retired from active service without disposing of 
it or without removing it from its customary location. The accounting treat¬ 
ment to be accorded retired assets occurs only in the case of functional 
cessation; temporarily idle equipment is not included in this treatment. 
When an asset is retired without sale, it may or may not possess a net salvage 
value. An existing salvage value should be recognized in the accounts. 

ILLUSTRATION. An asset costing $3,000, with a related allowance 
for depreciation of $2,300, is retired but not sold; the asset has an esti¬ 
mated salvage value of $150. The retirement entry is as follows; 


Retired (or Other) Assets . 150 

Allowance for Depreciation .2,300 

Ldss Dn Fixed Asset Retirement . 550 

Fixed Asset. 3,000 


Fully Depreciated Assets. When the accumulated credits in the allow¬ 
ance for depreciation account for an asset equals the cost or other base of 
that asset, no further depreciation should be recorded for that asset, even 
though it remains in use, since the total cost has been allocated to expense. 
If the asset is continued in use, it is permissible—but not necessary—to 
adjust the allowance for depreciation and the profits of past periods, on the 
basis that the original life estimate was incorrect. After the allowance for 
depreciation is thus adjusted, depreciation at the revised rate would continue 
to be recorded over the remaining estimated life. 

Special Comments on Furniture and Fixtures. Many items of furniture 
and fixtures have no salvage value, particularly shelving and partitions 
erected on leased properties. The auditor must be particularly certain that 
these items have been properly charged and are being adequately depre¬ 
ciated. 

Special Comments on Small Tools. In an audit of the perishable tools 
accounts, the accountant should be particularly careful to ascertain that tools 
—useful for more than one year—are not charged to expense at the time 
of purchase. There has been a tendency to purchase tools heavily in profit¬ 
able years, charge them to expense at purchase, and then absorb them 
physically over succeeding years. The accountant should ascertain if an 
annual tool inventory has been taken, priced, and reflected in the asset 
account. If so, the audit proceeds in the same manner as that followed for 
any inventory, by test-checking physical items, testing prices, and verifying 
extensions and footings. 

The verification of small and perishable tools—usually hand tools such 
as portable drills and sanders, files, reamers, etc.—frequently is a difficult 
matter. The auditor should attempt to convince the client of the desirability 
of an annual inventory of small and perishable tools and the establishment 
therefrom of a Small Tools ledger account based upon the original cost less 
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adequate amortization. In this manner the period from the last inventory 
absorbs the book value of all tools broken, lost, and used, as well as the 
increase or decrease in value of those on hand. 

The recommended manner of accounting for small tools is to treat them 
as supplies inventory, control them with proper records, and charge them to 
expense as they are used. 

If tool purchases are small and have been charged to expense at acquisi¬ 
tion, and if the tool purchases have been fairly constant in dollar volume 
from year to year, and if the omission of a tool inventory has no significant 
effect upon assets or income, there would be no major objection to a con¬ 
tinuation of the practice, provided it is followed consistently from year to 
year. 

If the inventory method of accounting for tools is not followed, and if 
they are not charged to expense at acquisition, an allowance for depreciation 
may or may not be maintained; this is a matter of individual company policy 
—and it is not followed in the majority of factories. However, if an allow¬ 
ance for depreciation does exist, the auditor should analyze it to satisfy 
himself of the reasonableness of the account balance and the propriety of 
the charges and credits. 

Special Comments on Delivery Equipment. Because of the relatively 
short life of delivery equipment and because these items frequently are 
exchanged for new items, an illustration is presented setting forth the ac¬ 
counting procedure acceptable for federal income tax purposes when similar 
equipment is exchanged. This illustration is applicable to the exchange of 
any fixed asset but is presented for delivery equipment due to its frequency 
of occurrence for this type of asset. Gains or losses from such exchanges are 
not recognized at the time of exchange, and the basis of the newly acquired 
asset is the sum of the remaining net book value of the fixed asset exchanged 
plus the expenditure for the new asset. 

ILLUSTRATION. A delivery truck originally costing $3,200 and carry¬ 
ing a depreciation allowance of $2,700 is given in exchange, plus 
$3,400, for a new truck with an established market price of $3,700. 
The journal entry would be as follows: 


Truck No. 2 .3,900 

Allowance for Depreciation, Truck No. 1 .2,700 

Truck No. 1 . 3,200 

Cash . 3,400 


The asset account balance of truck No. 2, $3,900, will be depreciated 
over its life, thus allocating to expense the cost of both trucks over their 
combined periods of usefulness. Although the loss on such an exchange 
is not recognized, a gain may be realized in an amount not to exceed the 
amount of cash received. The auditor must examine the method of ac¬ 
counting used and prepare adjustments, if necessary. 

Depreciation schedule preparation for delivery equipment frequently 
involves the use of widely varying depreciation rates because of different 
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types of automotive equipment and a variety of operating conditions. Each 
item of delivery equipment should be maintained in its individual subsidiary 
ledger account. 

Special Comments on Returnable Containers. Returnable containers 
are fixed assets, and the audit procedure applicable to them does not vary 
significantly from the procedure applicable to any other fixed asset. How¬ 
ever, returnable containers are subject to rapid depreciation, rough usage, 
and (frequently) non-return. 

For certain types of businesses, returnable containers charged to customers 
represent a large investment. The auditor must obtain satisfactory proof 
that the container values are not overstated on the records of the client and 
that proper provision has been made for normal wear, breakage, and non¬ 
returns. The proof of container quantity and valuation will differ for each 
type of business under audit; normally, the number of containers charged 
out to customers will be in excess of the number of containers on hand, 
exclusive of the reserve supply. 

In the majority of instances, deposits are required from customers in 
order to cover the return of the containers. The containers may be charged 
to the customers either at cost or above cost. The auditor must determine 
that the deposit is correct and that it has been treated as a liability. The total 
of the containers less depreciation should be shown as an asset; it is incorrect 
practice to show only the containers on hand as container inventory and at 
the same time to show the containers out as a part of the accounts receivable. 
The cash received for the container deposits may be included as a part of 
the general cash available for company use, or it may be placed in a 
separate fund. In those instances where it is considered that the container 
will not be returned, the Container Inventory account should be credited 
and a charge made to the liability account which was credited when the 
container was sent to the customer and his deposit received. If the customer 
was charged at a price above the cost of the container, a profit will be 
realized in the event of non-return. The auditor should start with the con¬ 
tainer inventory as of the beginning of the period and, assuming that figure 
to be correct as the result of the preceding audit, add all containers pur¬ 
chased and subtract all containers charged off because of non-return; the 
resulting figure will be the container inventory at the audit date. This figure 
should be verified by counting the containers on hand and adding all con¬ 
tainers charged to customers. 

Patterns, Drawings, etc . 

Patterns, electrotypes, drawings, dies, special-job tools, and jigs are ex¬ 
amples of assets that often present difficult problems of valuation. The 
residual value of these assets is usually negligible; the problem arises in 
estimating the probable length of life and the remaining useful value. 
Normally, these accounts require frequent adjustment; and the assets re¬ 
quire frequent inspection, in order to prevent their overstatement. Although 
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this class of asset will be used one time at least, many companies contem¬ 
plate their repeated future use—and their expectations frequently do not 
materialize. Therefore, recognized practice dictates the amortization of these 
assets at a rapid rate—a rate so rapid that ail costs are amortized against 
the sales of the initial manufacture, printing, reproduction, etc. The auditor 
may encounter opposition to his desire to eliminate the asset costs quickly; 
after a period of time the majority of clients are convinced that the auditor 
was correct in his contention. Under any circumstance, it is dangerous to 
permit the accumulation of patterns, drawings, electrotypes, and similar 
assets in the accounts. 

Wasting Assets 

Wasting—or extractive industry—assets are composed of natural re¬ 
sources such as gas and oil deposits, timber stands, and deposits of iron, 
coal, copper, lead, sulphur, gravel, etc. 

In auditing the fixed property accounts in extractive industries, the auditor 
must verify title to properties owned, just as he does in an audit of the 
records for mercantile and manufacturing concerns, by examining deeds, 
leases, vouchers, and other necessary records. If wasting asset properties are 
carried on a basis other than cost, the auditor must rely upon expert tech¬ 
nical estimates for quantity and consequently book valuation. From the 
geological reports, he should verify the computations for the estimated 
number of units commercially available. In many instances of mineral 
deposist, gas and oil deposits, and timber stands, the purchase price is insig¬ 
nificant; "discovery value,” based upon reliable geological estimates of re¬ 
serves, is used instead. When appraisal entries occur, they must be examined 
for propriety. 

All costs of exploitation and original development should be capitalized, 
and these costs should be amortized on the basis of the total commercially 
recoverable units of product. Subsequent additional costs for shaft exten¬ 
sions, additional trackage and cars and other equipment, incurred after pro¬ 
duction has begun and made for the purpose of maintaining output, fre¬ 
quently are charged to expense at incurrence; in most cases they should be 
charged to asset accounts and depreciated. 

Depletion is a cost (or discovery value) allocation to income to reflect 
a decrease in the physical quantity of an extractive asset resulting from re¬ 
moval and use. The purchase price or appraised value of the property, 
divided by the estimated number of units to be extracted from the property, 
equals the depiction charge per unit. In auditing wasting assets, considera¬ 
tion must be given to any land value remaining after the completion of 
operations, if the land is a freehold. In the gas and oil industries the 
operators commonly acquire only a leasehold, in which case the land values 
appear on the records of the equitable owner. Depletion charges naturally 
are estimates, and the auditor should attempt to convince the client of the 
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necessity of periodic geologic estimates of the remaining quantity of the 
natural resource; in this way the sufficiency or insufficiency of the depletion 
charges may be judged. 

Some extractive industry companies use an Allowance for Depletion 
account, whereas others credit depletion charges directly to the asset account. 
There is no objection to the direct credit. In certain companies, charges for 
depletion are not made. In the opinion of the author, depletion should 
always appear as a charge to income. 

The auditor should determine the basis used for calculating the periodic 
depletion charge; as stated before, this ordinarily is an amount per unit 
extracted. Computations for depletion charges should be verified by the 
examination of production records. 

The accumulation of funds for the acquisition of new property must be 
verified on the basis of the quantity extracted and the policy of the company 
with respect to fund accumulation. The policy of the company with respect 
to the disposition of funds thus accumulated should be investigated to deter¬ 
mine that the disposition is in accordance with the company code of regula¬ 
tions. Some companies may create a depletion fund for the acquisition of 
new properties at the termination of the present venture; other companies— 
organized for one venture—may return capital recoveries to the stockhold¬ 
ers as liquidating dividends. In his report the auditor should comment ap¬ 
propriately if stockholders are not advised of the nature of the dividend 
paid. Corporate bylaws must be examined to determine the existence of 
dividend provisions. 

If the audit is an initial engagement, it may be necessary to verify deple¬ 
tion charges for prior periods—perhaps back to the beginning of operations. 
When depletion rates are changed from time to time, based upon new quan¬ 
tity estimates, the changes should be investigated and commented upon in 
the audit report. 

Buildings and other structures erected on wasting-asset land should be 
amortized at least by the time extractive operations terminate. For example, 
if a mine has an estimated life of 30 years, and if a building erected on the 
property has an estimated life of 50 years, the latter must be fully depreci¬ 
ated over 30 years. This may be accomplished by using either the straight- 
line or units-of-output method of depreciation. Some extractive industry 
companies include the depreciation of buildings and equipment in the de¬ 
pletion rate; others follow the preferred method of showing depreciation 
and depletion separately. 

Balance Sheet Presentation 

In a balance sheet, each group of fixed tangible assets should be shown 
separately—preferably at cost—with the related allowance for depreciation 
or depletion shown as a deduction therefrom. The fixed asset controlling ac¬ 
counts preferably should not be combined; for example, balance sheets oc- 
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INTERNAL CONTROL QUESTIONNAIRE 

Fixed Tangible Assets 


Yea 

No 

Not 

Applicable 









plant records? 




2. Are the detailed plant records balanced at IcaBt annually with the 




control accounts? 




3. Are fixed tangible assets priced at: 




a) Cost? 




b) Appraisal? 




C ) Other? 


■ 


4. Does the client 




a) Use allowances for depreciation? 




6) Credit the asset accounts directly? 




5. Are additions to fixed tangible asBet accounts properly authorized 




and approved by the board of directors or by the finance com- 




mittec or the person to whom the board of directors haB delegated 




this authority? 




6. Arc additions to hxed tangible assets originated by requisition Dr 




appropriation that shows: 




a ) Probable cost? 




6) Description of addition? 




c) Accounts to be charged? 




d ) Reason for the addition? 




7. Du idle plant facilities exiBt fsee Question 6 [rf])? 




R. Are total costs of fixed tangible assets accumulated by work order? 




9. If the answer to Question S is “yes,” are actual coBts and probable 




costs in Question 6 compared? 




10. If the client constructs fixed assets for his own use by using his 




regular employees, are the costs properly controlled through: 




a) Disbursement records? 




b) Payrolls? 




11. 1b the policy of the cuinpany in accord with accepted principles 




of accounting governing expenditures for capital asset additions 




in relation to repair and maintenance costs? 




12. Is written approval required prior to the sale of fixed tangible assets? 




13. Is written approval required prior to scrapping a fixed tangible asset? 




14. When transfer of fixed tangible assets are made from one depart- 

! 



ment or plant to another department or plant: 

1 



a) Arc transfers properly authorized? 

1 



b ) Is the accounting department notified? 

1 



IS. Periodically, is an inventory of fixed tangible assets compared 

1 



with the detailed plant records? 

1 



16. Docs the client periodically study the fixed tangible assets for 

1 



purposes of determining adequate insurance? 

r 



17. Ib the depreciation policy consistent from year to year? 

i 



Id. Are allowance for depreciation accounts: 

i 



a) Adequate? 

i 



b ) Inadequate? 




r) So large as to result in a “secret” reserve? 




19. Have depreciation rates been accepted by the United States Treas- 

i 



ury Department? 

i 



20. When assets are Sold, or otherwise retired: 

i 



a) Are allowances for depreciation properly adjusted and charged? 




b) Are asset accounts properly credited? 




21. Are fully depreciated assets, stillinuse, included in the asset accounts? 




22. Are small tools properly safeguarded? 

i 



23. Arc returnable containers: 




a) Properly accounted for? 




b) Properly safeguarded? 




c ) Properly inventoried? 


Prepared by_ 

Date_ 

Reviewed by. 
Date_ 
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casionally will present "land, buildings, machinery, etc., less allowance for 
depreciation." Such a presentation is not fully informative. 

Land should be separated from depreciable property, and land not used 
in the business should be shown separately from land used in the business. 
If any fixed tangible asset—land, buildings, machinery, etc.—is being of¬ 
fered for sale and is not currently being used in the business, and if it is of 
significant amount, it should be separately set forth in the balance sheet, at 
an amount not in excess of its estimated net sales price. 

If fixed assets are fully depreciated and in use, both their full cost and the 
full allowance for depreciation should be set forth in the balance sheet; the 
allowance for depreciation should not be closed to the related asset account. 

If fixed assets are in the process of construction at the balance sheet date, 
and if their amount is segregated, they may (a) be shown separately or 
( b ) be included with the proper group totals, with the dollar amount of the 
construction in process shown parenthetically. 

For fixed assets purchased under an installment or conditional sales plan, 
the net cash cost price should appear among the assets; and the unpaid in¬ 
stallments plus unpaid finance charges and unpaid initial interest should be 
shown among the liabilities. Even though title to the property has not passed 
to the purchaser, it is not acceptable accounting practice to show only the 
client’s equity in an asset. 

As stated above, allowances for depreciation should be subtracted from 
the related asset or group of assets in the balance sheet. The Securities and 
Exchange Commission recognizes as acceptable practice—for public utilities 
only—the practice of showing depreciation allowances among the liabilities, 
based on the theory of capital recovery. 

Standard No. 19, for the examination of fixed tangible assets, appears in 
Chapter 15 (p. 413). 

Internal Control Questionnaire for Fixed Tangible Assets 

Illustration 54 presents internal control questionnaire for fixed tangible 
assets. 


QUE5TION5 AND PROBLEM5 

1. Your firm has been appointed by the stockholders of the Q Corporation to 
audit the company’s accounts for the fiscal year ended December 31, 1951, 
with a view to rendering an unqualified opinion with respect to the balance 
sheet as of that date and the income statement for the year then ended. The 
company has been in operation for 25 years. The net book value of its plant, 
which includes land, buildings, machinery, tools, patterns, furniture, and 
miscellaneous equipment, is in excess of {2 million. 

Explain in what respects your audit program for such fixed assets would 
be different, if at all, under each of the following situations: 

a) The company has never been audited by any firm of public accountants. 

b) The company has never been audited by your firm but has been audited 



436 - AUDITING: PRINCIPLES AND PROCEDURE [Ch. 16 

for the preceding 10 years by a reputable firm of public accountants 
which has rendered an unqualified opinion each year. 
c) Your firm has audited the company each year since 1938. 

2. Would you approve an income statement in which the depreciation of factory 
facilities was shown following the title "profit from operations”? Discuss. 

3. What are some general principles by which you will be guided in ascertain¬ 
ing whether too great or too small depreciation provisions have been made 
for furniture, machinery, and buildings? Would a flat rate of depreciation 
and a blanket depreciation allowance be satisfactory for these three assets? 

4. During the audit of the records of the Marburg Manufacturing Company, it 
was discovered that certain new automatic equipment resulted in the neces¬ 
sary dismissal of 10 employees. Each employee, upon dismissal, was given 
one extra month’s wage, which the company charged to the Machinery ac¬ 
count. Discuss the propriety or the impropriety of the charge. 

5. In verifying the debits in the allowance for depreciation accounts, what 
auditing procedure will you follow? 

6. In the preparation of working papers for the Machinery account of the 
Iron Company, an entry of $9,000 for improvements appears in the account. 
Whar steps should be taken to assure the auditor that the improvements 
actually constituted capital expenditures? 

7. During the course of your audit of the Hadger Company, you discovered that 
secret reserves had been created by overdepreciacing the fixed assets. The 
company admitted the practice and justified it on the basis that, by over- 
depreciating the fixed assets, net worth was protected, and that, as a result, 
dividends could be paid with regularity in profitable and unprofitable years. 
You are asked uo cercify the balance sheet. What course would you pursue? 

8. In the examination of the drawings, patterns, and dies accounts, what are the 
two points of importance to the audiror? 

9. The Seal Corporation purchases large quantities of small tools which have 
a maximum life of one year. The company charges these purchases to an 
asset account, Tools, and then values the tools by inspection at the close of 
the year. What criticisms have you to offer of this procedure? 

10. A building was constructed 20 years ago at a cost of $120,000. It was depre¬ 
ciated at a rate of 3 per cent per year, and depreciation was credited to the 
Allowance for Depreciation account. At the end of the twentieth year, the 
cost of erecting the same structure was $160,000, at which time the original 
building was sold for its appraised sound value. What was the sales price? 

11. On July 1, 1951, the Marble Company purchased four new machines costing 
$10,000 each. The terms of the sales contract included the granting of a 
2 per cent discount if the bill was paid by September 1, 1951. At what figure 
should the machines appear in the Machinery account if they were paid for 
before September 1, 1951? 

12. Analyze and correct the following Equipment account, found on the books 
of the Duluth Company: 
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Equipment Account 




Balance (assume cur- 








recc) 

150,000 

1951 




1946 




July 

1 

Machine X sold 

1,000 

July 

1 

Machine X 

9,000 

Dec. 

31 

Balance 

197,400 

1 

Machine Y 

11,000 






1 

Machine Z 

13,000 






1 

Machine XX 

14,000 






1 

Dismantled machine X 

200 






1 

Installation 

900 





Aug. 

1 

Repairs, machine Y 

100 





Sept. 

1 

Moved machine XX 

200 








198,400 




198,400 










Depreciation is at 10 per cent per year, taken on the balance of the ac¬ 
count at the end of the year. Of the $900 installation cost of July 1, 1951, 
$200 is for machine Y; $300 is for machine Z; and $400 is for machine XX. 

13. The Fortune Manufacturing Company purchased 10 milling machines at 
$10,000 each from the Oakley Machine Tool Company. The machines were 
purchased on the installment plan on August 1, 1951, the initial payment 
being $10,000; the contract stipulated that $10,000 was to be paid on the 
first day of each month. At the date of final payment, title will pass to the 
Fortune Manufacturing Company. The Fortune Manufacturing Company in¬ 
tends to depreciate the machinery at 10 per cent per year. At December 31, 
1931, what is the condition of all of the accounts connected with the fore¬ 
going transactions? 

14. The net profit of the Wakefield Company for the year ended December 31, 
1951, according to its income statement, was $230,000. The company desired 
a loan from its local bank, and the bank engaged you to audit the Wakefield 
Company. During your audit, you discovered the omission or inclusion of 
the following information. You are required to correct the reported $250,000 
profit. 

a) Of the $250,000 net profit, $25,000 was realized from the sale of capital 
assets at that amount above book value. 

b ) Depreciation expense was understated to the extent of $30,000. 

c) Machinery costing $35,000 was manufactured by the company for its 
own use and was placed on the books at its market value, $40,000, the 
$5,000 being credited to income. 

d) Dividends of $45,000 had been declared on November 1, 1951, payable 
on January 10, 1952, to stockholders of record as of December 15, 1951. 

e) In order to comply with the terms of a deed of trust in connection with 
a bond issue, $50,000 should have been set aside in a sinking fund on 
December 31, 1951; it was not set aside. 

/) Sales of certain fixed assets had been made during the year, and a loss of 
$55,000 was involved, which had been debited to Retained Income. 
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15. The Madison Company is a large manufacturer of electric appliances and 
equipment, having total fixed assets of $10 million and total assets of $65 
million. During the audit for the year ended December 31, 1951, your 
analysis of the fixed assets showed total additions of $500,000 and total de¬ 
ductions of $200,000 for the year. The accounting and treasury departments 
supplied you with a detailed analysis of these additions and deductions from 
the fixed assets. Some of the $500,000 additions were purchased from outside 
sources, and part of the work was done by the employees of the Madison 
Company. 

You completely examined and vouched purchases of fixed assets for all 
purchases involving amounts in excess of $2,000; you examined liabilities 
for unpaid amounts; you tested smaller purchases and found that all fixed 
asset additions were reasonable and correct and that all liabilities for unpaid 
amounts were correct. You examined authorizations and found all purchases 
correctly authorized and within the limits of the authorizations. 

In connection with capital construction work done by employees, you 
examined shop construction order records, material requisitions, payroll dis¬ 
tributions, and overhead distributions. You prepared working papers analyz¬ 
ing all construction work. You found that factory overhead, normally dis¬ 
tributed to production, was nut added to construction bur that increases in 
overhead caused by construction were added. Authorizations for construction 
work were examined in detail for the job and for proper approvals. 

In connection with the capital deductions, you examined and traced all 
fixed asset deductions, determined that the asset accounts were credited for 
cost, determined that the reserves for depreciation and obsolescence were 
closed out, and traced the salvage disposal realized upon the sale of some 
of the discontinued equipment. You also examined all authorizations for 
fixed asset disposals. 

Criticize the auditing procedure. 

16. Examine the following account appearing on the books of the Lockwood 
Company: 


Machinery Acxount 


1946 




1947 




July 

1 

Machine I purchased 

20,000 

June 

30 

Depreciation 

2,000 

3947 




194B 




July 

1 

Machine II purchased 

15,000 

June 

30 

Depreciation 

3,500 

1948 




1949 




July 

1 

Machine III purchased 

25,000 

June 

30 

Depreciation 

6,000 

Aug. 

1 

Machine I repaired 

1,000 

July 

1 

Sold machine I 

12,000 


1 

Machine II, new racks 

2,000 

1950 




1949 




June 

30 

Depreciation 

B,500 

July 

1 

Machine IV purchased 

22,000 

1951 




1950 




June 

30 

Depreciation 

13,300 

July 

1 

Machine II, parts re¬ 



30 

Balance 

87,700 



placed 

3,000 






1 

Machine V purchased 

30,000 






1 

Adjusred to appraisal 

15,000 








133,000 




133,000 
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Explanations: 

1948 

Aug. 1 Machine I. Ordinary repairs. 

1 Machine II. New racks to replace old racks. 

The old racks cost $2,000 if separately purchased. 

The life of the machine is prolonged by the purchase of the racks. 

1950 

July 1 Machine II. This was a replacement of some original parts, which pro¬ 
longed the useful life of the asset. 

1 The appraisal adjustment was to bring the total of the assets up to 
present market estimate. The credit was passed to the Surplus account. 

The books have not been dosed for the year 1951. Prepare working 
papers showing the correct accounts, and show all necessary adjustments. 

17. The Heckman Company owns two plants in different cities, but it main¬ 
tains a General Ledger at the home office for both factories and uses separate 
factory ledgers for the current operations of each plant. You are the com¬ 
pany’s regular auditor. A summary of your working papers for December 31, 
1950, is as follows: 






Allowanc e 

Allowance 


Explanation 

Assers 

Assets 

Total 

fm Jl- 

for De- 

Total 

Plant 1 

Plant 2 

Assets 

prei lamm 

pi euatioii 





Plant 1 

Plant 2 


Furniture 

$ 7,000 

$ 3,000 

$ 10,000 

$ 3,000 

$ 1,000 

$ 4,000 

Delivery equipment 

35,000 

14,000 

49,000 

19,000 

5,000 

24,000 

Louse tools 

20,000 

5,000 

25,000 

Revalua¬ 

Revalua¬ 

Revalua¬ 





tion 

tion 

tion 

Machinery 

175,000 

120,000 

295,000 

9B,000 

45,000 

143,000 

Buildings 

200,000 

130,000 

330,000 

44,000 

52,000 

96,000 

Land 

40,000 

20,000 

60,000 

0 

0 

0 

Totals 

$477,000 

$292,000 

$769,000 

$J64,000 

$103,000 

$267,000 


Your examination of the books for the year ended December 31, 1951, 
discloses the information given below with respect to each asset: 

Furniture. Purchases: Plant 1, April 10, $500; August 30, $400; Plant 2, July 10, 
$200; November 28, $300. Transfers: from Plant 2 to Plant 1, January 16, $300, 
with a $100 reserve. 

Delivery Equipment. Purchases: Plant 2, July 1, $1,500. Retirements: Plant 1, July 1, 
$3,000, completely depreciated, sold for $200. 

Loose Tools. No change. Tools are depreciated by revaluation. Valuation at Decem¬ 
ber 31, 1951: Plant 1, $18,000; Plant 2, $4,500. 

Machinery. Purchases: Plant 1, February 10, $10,000; May 3, $1,000; October 18, 
$5,000; Plant 2, December 10, $18,000. Transfers: June 6, Plant 1 to Plant 2, 
$15,000, with a $6,000 reserve. Retirements: Plant 1, July 7, $9,000, reserve 
$8,000, sold for $500; Plant 2, August 8, $11,000, reserve $9,000, sold for $3,- 
000; Plant 2, September 9, $2,000, reserve $1,900, no salvage. 

Buildings. Purchases: Plant 1, new foundry, February 1, cost $69,000. 

Land. No change. 

Depreciation is as follows and is computed on the balance of each account 
as of the end of the year: 
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Furniture, 15 per cent 
Delivery equipment, 25 per cent 
Loose tools, none 
Machinery, 10 per cent 
Buildings, 2 per cent 
Land, none 

You are required ( a ) to describe in detail the auditing procedure you 
will follow for each purchase, each transfer, and each retirement; and ( b) 
to prepare a working paper summarizing the changes in the accounts, show¬ 
ing the adjustments and the final balance of each account. 

18. The McLean Chemical Company manufactures chemicals and delivers its 
finished prodiicts in returnable drums. To assure that losses will not be sus¬ 
tained by customer failure to return drums, a charge of $15 each is billed 
to customers. Most customers remit cash only for the price of the contents 
and return the drums for credit. Occasionally, however, the amount charged 
for the drums is also remitted by the customer; and in some instances these 
drums are never returned for credit. 

a) In journal-entry form, show how the following transactions and condi¬ 
tions should be recorded in the accounts of the McLean Chemical Com¬ 
pany: 

(1) Original purchase of drums 
(2 ) Drums billed to customers 

(3) Drums returned 

(4) Drums not recoverable from customers and for which the charges 
cannot be collected 

b) What accounts should be kept in the General Ledger, and how should 
they be shown in the balance sheet? 

c) What detailed or over-all checks can be made to verify the balances in 
these ledger accounts? 

19. The Lock Manufacturing Company delivers its products in containers that 
are to be returned by the customer. The customer pays a deposit of $3.00 
per container, which is refunded upon the return of the container. The cost of 
each container to the Lock Company is $1.00. In your audit of the Lock 
Company, you ascertained thar 5,000 containers are in the possession of 
customers and that the $3-00 deposit for each container has been received 
by the company. There are also 3,000 containers on hand. All containers 
are 25 per cent depreciated. How will you show these data in your balance 
sheet? 

20. A depreciation schedule for auto trucks of the Lauk Manufacturing Com¬ 
pany was requested by an income tax revenue agent soon after December 
31, 1950, showing the additions, retirements, depreciation, and other data 
affecting the taxable income of the company in the four-year period from 
1947 to 1950, inclusive. The following data were furnished: 


Balance of Auto Trucks account, January 1, 1947: 

Truck No. 1, purchased on January 1, 1944, cost.$2,000 

Truck No. 2, purchased on July 1, 1944, cost. 1,B00 

Truck No. 3, purchased on January 1, 1946, cost. 1,200 

Truck No. 4, purchased on July 1, 1946, cost. 1,000 

Balance, January 1, 1947 .$6,000 
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The Auto Trucks Depreciation Reserve account, previously adjusted by 
a revenue agent to January 1, 1947, and duly entered in the ledger, had a 
balance on that date of $2,440, representing depreciation on the four trucks 
from the respective dates of purchase, based on a five-year life. No charges 
had been made against the reserve prior ro January 1, 1947. 

Transactions between January 1, 1947, and December 31, 1950, and 
their record in the ledger were as follows: 

1947 

July 1 Truck No. 1 was sold for $600 cash; entry debited Cash and credited Auto 
Trucks, $600. 

1948 

Jan. 1 Truck No. 3 was traded for a larger one (No. 5), the agreed purchase 
price of which was $1,600. The Lauk Manufacturing Company paid the 
automobile dealer $780 cash on the transaction. The entry was a debit tD 
Auto Trucks and a credit to Cash, $780. 

1949 

July 1 Truck No. 4 was damaged in a wreck to such an extent that it was sold as 
junk for $50 cash. Lauk Manufacturing Company received $300 from the 
insurance company. The entry made by the bookkeeper was a debit to Cash, 
$350, and credits tD Miscellaneous Income, I^O, and AutD Trucks, $300. 
July 1 A new truck (No. 6) was acquired for $1,200 cash and was charged at that 
amount to the Auto Trucks account. 

Entries for depreciation had been made at the close of each year as fol¬ 
lows: 1947, $1,200; 1948, $1,076; 1949, $1,076; and 1950, $1,246. 

a) For each of the four years, calculate separately the increase or decrease 
in net profits arising from the company's errors in determining or en¬ 
tering depreciation or in recording transactions affecting trucks, ignoring 
any effect that income tax regulations concerning gain or loss on trade- 
ins may have on the profits. 

b) Prove your work by one compound journal entry as of December 31, 
1950, the adjustment of the Auto Trucks account to reflect the correct 
balances as revealed by the income tax schedule, assuming that the books 
have not been closed for 1950. 

21. You were auditing the records of an iron mine at the conclusion of its first 
year of operations. The books had been dosed, and you noticed that a reserve 
for depletion did not appear. What is your attitude.' 

22. A mining company owns its property in freehold. It also owns its mining 
equipment. In such a case, srate how you would handle the following: 

a) Depreciation on mining equipment 

b) Depletion on natural resources 

c) The amortization of development expenses, assuming that they were 
capitalized during the pre-mining stage. 

23. The Richvein Mining Company purchased a coal mine at a cost of $1.5 
million, issuing common stock to that extent in payment for it. The esti¬ 
mated coal tonnage in the mine was 6 million tons, and depletion charges 
were computed on the basis of this total estimate. However, the members 
of the board of directors were slightly skeptical of the estimate of 6 million 
tons, so they decided to establish an additional reserve at the rate of $0.10 per 
ton, which will not reduce profits. A fund for the redemption of the com¬ 
mon stock was established at the rate of $0.25 per ton of coal mined. 
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Profit for the year 1951 was $800,000 before providing for any reserves. 
During 1951, 900,000 tons of coal were mined and sold; and 100,000 tons 
were mined and on hand at the end of 1951. 

Set up the proper reserves and funds ar the end of 1951. What is the 
final net profit? 

24. The Extractit Corporation acquired a tract of undeveloped mining property 
in Colorado for $25,000 on June 12, 1935. The company has spent $75,000 
additional on the property. In August, 1950, a geological survey was made of 
the property; the report of the geologists, submitted in December, 1950, 
estimated that $2.5 million of ores were in the property, minable at profitable 
figures. The bpard of directors of the Extractit Corporation, at the December, 
1950, meeting, considered the report of the geologists and passed a resolu¬ 
tion to place the property on the books for a total of $2.5 million. This was 
done by the accounting department. 

As auditor, you started your annual work on January 15, 1951. You read 
the report of the geologists, traced the entries for the appreciation to the 
accounts, noted that the Surplus account now shows a $1.4 million credit 
balance; whereas, if the property revaluation had been ignored, the account 
would have shown a $1 million debit balance. You also talked to several 
officials about the revaluation. You prepared your balance sheet as follows: 

Mine property, at CDsr .$ 100,000 

Revaluation . 2,400,0 00 $2,500,000 

You certified your balance sheet and presented it to the board at its Janu¬ 
ary, 1951, meeting. Every director protested your showing of the revaluation 
figure as a separate asset item, as well as your showing of Surplus, as follows: 

(Surplus revaluation credited for $2,400,000) .$1,400,000 

a) Did you do sufficient work in connection with the property audit? 

b) What stand would you rake as to the protests raised? 

25. Below will be found copy of a section of the Equipment account of the Per¬ 
fection Printing Company, Incorporated. It has been written up by a clerk 
known to you to be inaccurate and deficient as to accounting theory and 
practice. 

You are required to scrutinize the entries for the six-month period to 
June 30. You should: 

a) Prepare adjusting journal entries and make suggestions for whatever 
other corrections may be required. 

b) State the corrected balance of the Equipment account ar June 30, 1951, 
assuming the balance at January 1 to have been correct. 

Notes: 

a) Your dienes are caking certain steps toward modernizing production, to meet the 
cdsc of which they havp accumulated a substantial reserve. 

b) Entry of February 10: Monotype machine cost $4,000; depreciation accrued to 
date of sale, $},000. 

c) Entry of March 3: Cost of rhis motor, $90; depreciation accrued to date of sale, 
$45; an amount of $15 for which this piece of equipment was sold on March 3 
was credited (direct from Cash Book) to Other Income. 
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d) Entry of April 2: Purchase will enable the company to print in a new style of 
type. 

e) Entry of May 17: Cost of the shelving was Jl 60 , against which depreciation of 
$40 had been accrued to date of sale. Sold f D r $15 cash. 

/) Entry of June 8: Cost of the old shop lights was $400; depreciation accumulated 
to date of sale, $220; sold for $65 cash, out of which $13 commission was paid. 

g) Entry of June 15: According tD the engineer’s bill, the $1,000 charge covered a 
survey and preparation of a report on a proposed new shop layout occasioned by 
the discontinuance of war work and return to production of civilian merchandise. 

h) Entry of June 30: The amDunr of $3,600 is an estimate of the loss of profit oc¬ 
casioned by closing during the period covered by the engineering survey referred 
to above. Corresponding credit was made direct to the Profit and Loss account. 


PERFECTION PRINTING COMPANY, INC. 

Equipment Account 


Date 

Explanation 

Refe rente 

Debit 

Credit 

1951 







Jan. 

1 

Balance forward 



738,900 



25 

Kelly press, No. K-10 

VR 

12 

2,500 



25 

Kelly press, freight 

CB 

95 

130 



30 

Kelly press, installation 

VR 

25 

200 


Feb. 

10 

Sale of monotype machine 

CB 

98 


1,300 


12 

Secondhand high-speed currer 

VR 

30 

1,350 



19 

Depreciation on monotype sold on Feb. 10 

j 

75 




25 

Reversal of Feb. 19 entry 

j 

76 

jnaa 



27 

Betterments, hand-feed press No. 3 

VR 

39 

100 



27 

Betterments, hand-feed press No. 3 

PR 

67 

50 


Mar. 

3 

Loss on sale of 2 horsepower motor 

j 

78 

30 



5 

Reversal of Mar. 3 entry 


78 


30 


5 

Westinghouse 2j ') horsepower motor 

VR 

44 

115 



14 

Sorter, repairs 

C13 

105 

60 


April 

1 

Graphite lubricaiing service 

VR 

46 

85 



2 

New' sets of Old English type (brass) 

VR 

46 

370 



9 

Cases of black and green ink 

VR 

47 

150 



15 

Sundry equipment, purchased ar auction 

CB 113 

900 



15 

Agent’s commission on above purchases 

CB 

114 

90 



16 

Agent’s expenses on above purchases 

PC 

49 

10 


May 

4 

Painring 3 old presses 

PR 

90 

12 



9 

Metal shelves for paper stock 

VR 

52 

340 



17 

Sale of lumber from old shelves 

CB 130 

4* 

15 


17 

Profit and loss on sale of equipment—loss on 







sale of old shelves 

J 

81 


105 


30 

Wiring for new shop lights 

VR 

56 

160 



31 

Fluorescent fixtures, complete with cubes 

VR 

57 

500 


June 

B 

Sale of old shop lights 

CB 134 | 


65 


B 

Commission on sale of old lights 

CD 135 

13 



15 

Engineer’s fee (reconversion survey) 

CB 141 

1,000 



30 

Estimated loss in production during period of 







reconversion survey 

j 

B4 

3,600 







753,650 

1,500 










* 

INTANGIBLE ASSETS 


Intangible Asset Classification 

There is a close relationship between the value of intangible assets and their 
income-producing ability; therefore, the problems of their proper valuation 
and auditing are closely connected with the valuation of the business as a 
whole. 

Intangible assets may be classified as follows: 

a) Intangible assets with a term of existence limited by law, by regula¬ 
tion, by agreement, or by the nature of the asset, as exemplified by the 
following: 

1. Goodwill (if there is evidence of limited duration) 

2. Patents 

3. Leaseholds 

4. Copyrights 

5. Fixed-term franchises 

6. Licenses 

Intangible assets of this class and of class (£), below, should be stated 
originally at cost. If intangible assets of this class are acquired in non-cash 
transactions, the cost may be determined either by the fair market value of 
the consideration given or by the fair market value of the property acquired 
—whichever is more evident. 

The cost of intangible assets of this class should be amortized by system¬ 
atic charges in income over the period benefited. 

b) Intangible assets with no term of limited existence and with no indi¬ 
cation of limited life at the time of acquisition, as exemplified by the 
following: 

1. Goodwill generally 

2. Trademarks and trade names 

3. Secret processes and formulas 

4. Perpetual franchises 

The cost of intangible assets of this class may be carried continuously un¬ 
less it becomes reasonably evident that the term of existence of such in¬ 
tangible assets has become limited or that they have become worthless. If 

444 
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the existence of an intangible asset of this class has become limited, the cost 
should be amortized by systematic charges to income over the estimated re¬ 
maining period of usefulness. If such charges would distort income, a partial 
write-down may be made by charging Retained Income—and the remainder 
of the cost may be amortized to income over the remaining estimated useful 
life of the asset. If an intangible asset of this class becomes worthless, the 
remaining cost may be charged to income or to the Retained Income account, 
whichever is more appropriate in the circumstances. 

c) The excess of a parent company’s investment in the capital stock of 
a subsidiary over its equity in the net assets of the subsidiary as shown 
by the latter’s books at the date of acquisition, in so far as that excess 
would be treated as an intangible asset in the consolidated financial 
statements of the parent and the subsidiary. This type of asset may 
represent intangibles of either class ( a ) or class (&), above, or a 
combination of both. 

When the price paid for capital stock of a subsidiary company is greater 
than the net assets of the subsidiary applicable thereto, the assumption is 
that the parent company—in effect—placed a value greater than book 
value on some of the assets of the subsidiary company in arriving at the 
price paid for the investment. If possible, an allocation of such excess be¬ 
tween tangible and intangible property should be made; and any amount 
allocated to intangible assets should be further allocated to determine a 
separate cost for each intangible asset, as indicated in class (a) and class 
( b ), above. 

The preceding intangible asset classification and valuation are in accord¬ 
ance with the pronouncements of Accounting Research Bulletin No. 24 - 

As found by the public accountant, the methods of originally bringing 
certain intangible assets onto the books, the methods of valuation employed 
after acquisition, and the manner of presenting them in the financial state¬ 
ments vary so greatly from the principles set forth above that in many in¬ 
stances it is difficult to determine the true state of affairs. 

ILLUSTRATION. A Patent account might represent an accumulation of 
patent charges which have no worth. A Goodwill account might be 
one of legitimate creation by purchase or merger; it might prove to be 
the losses of early years; it might be capitalized advertising expense; it 
might represent capitalized organization costs; or it might be an arbi¬ 
trary amount with a corresponding arbitrary credit to a capital account, 
properly or improperly named. One of the objectives of the accountant 
should be the promotion of sound and acceptable practices in accounting 
for and evaluating intangible assets. 

In certain businesses, intangible assets have a much greater total income- 
producing value than tangible assets; in these instances the auditor must be 
particularly careful to determine exactly the original source of the intan¬ 
gible assets, the conditions under which the intangible assets were brought 
into the records, their original cost, subsequent appraisals, and the provisions 
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for the amortization of their recorded amounts if such provision is necessary 
or desirable. In certain cases involving intangible assets, it is difficult to as¬ 
sign a value to them, especially when that value is to be in excess of cost. 
The author does not believe in assigning values in excess of cost to intan¬ 
gible assets, unless irrefutable reasons exist for the recording of appraised 
values; however, many cases arise in which intangible assets are so valued. 

In addition to verifying source, cost, appraisal, and the amortization of 
intangible assets, the auditor’s advisory duties with respect to this class of 
assets cover a wide field. The auditor must protect the present and future 
interests of present and future owners. If intangible assets are not properly 
treated, invested capital can be seriously jeopardized and the investor mis¬ 
led. To the credit of the average investor, we must say that he has a better 
knowledge of business finance and management today than he has ever be¬ 
fore possessed and that peculiar, questionable, and inflated assets do not in¬ 
fluence him so much as formerly. 

Intangible assets do not represent claims against others, nor do they rep¬ 
resent rights in physically existent properties; they represent monopolistic 
privileges to a product, process, or location. The monopoly may be granted 
by a government, as in the case of patents; or it may be created, as in the 
case of goodwill. Also, with the exception of goodwill, the auditor will find 
documentary evidence available for inspection in connection with his intan¬ 
gible asset verification which will serve him as a guide to proper valuation 
and periodic amortization. 

Audit Program 

The following audit program is generally applicable to the majority of 
intangible assets. In succeeding sections of this chapter, the audit procedures 
for each intangible asset are predicated upon this program, with variations 
where necessary. 

1. Schedule each intangible asset. 

2. Examine all underlying evidence of ownership privilege, validity, etc., such 
as purchase agreements, patent letters, franchise grants and contracts, copy¬ 
right registrations, trademark registrations, formula registrations, leasehold 
contracts, organization costs, etc. These data should become a part of the 
auditor’s permanent file. 

3. Verify valuation, which should be 

a) Cost or 

b) Cost less amortization 

4. Ascertain that each intangible asset is still useful. 

On a first audit of intangible assets the principal problem is to determine 
the valuation originally and subsequently applied to these items in order to 
bring them into the accounts. There can be no debate of the statement that 
intangible values become recorded in the accounts by many means other 
than by purchase—a statement not generally applicable to fixed tangible 



INTANGIBLE ASSETS ■ 447 


Ch. 17] 

assets. In addition, it also is true that intangible values frequently are 
changed after acquisition; and in many cases these changed values have re¬ 
sulted from whim rather than from reason. 

In connection with the verification of the origin of all intangible assets, 
care must be exercised to be certain that the accounts were legitimately cre¬ 
ated. No intangible asset account should be the capitalized result of former 
operating losses, of credits to capital accounts arising from the disposition of 
donated capital stock originally issued for an intangible asset, or of the 
charge-off of unpaid capital stock subscriptions. Accounts with intangible 
assets have been known to serve as hiding places for expenses or for the cre¬ 
ation or inflation of values that should not appear in the balance sheet. 

It might be mentioned at this point that the Securities and Exchange 
Commission requests the opinion of the accountant concerning the source 
and the reasonableness of the values of fixed intangible assets. In addition, 
the Commission insists upon the assignment of reasonable values to intan¬ 
gible assets. In the registration statements, intangible asset values must be 
given full disclosure in order to avoid a reflection of inflated asset and capi¬ 
tal values in the balance sheet. 

The Intangible Asset Schedule. In an initial engagement, it may be 
necessary and desirable, in accordance with the circumstances and the audit, 
to analyze each intangible asset account and verify the transactions back to 
the inception of each account, in order to determine the propriety and valu¬ 
ation of the account at the time of creation, and in order to determine subse¬ 
quent additions and deductions, so that values may be expressed properly at 
the balance sheet audit date. 

If the audit is a repeat engagement, working papers, setting forth the 
balance of each intangible asset at the beginning of the fiscal period, should 
be prepared. The additions to each account and the deductions from each ac¬ 
count made during the audit period are then analyzed on the working pa¬ 
pers in order to arrive at the balance at the end of the period. The auditor’s 
adjustments then follow. The reader should examine the working papers for 
patents presented in the Illustrative Audit and the working papers for good¬ 
will shown in Illustration 55. 

Examination of Underlying Evidence. In order to establish the validity, 
ownership, privilege grants, etc., of intangible assets, all underlying docu¬ 
ments and transactions must be studied and proper notes set forth in the 
permanent file working papers. 

Valuation Verification . As stated, intangible assets originally should be 
stated at cost. Subsequent carrying value is at cost, or at cost less amortiza¬ 
tion, depending upon the type of intangible asset. Verification must be made 
of the amount and correctness of and the authority for all entries reducing 
intangible asset accounts during the period, and the auditor must note 
particularly the accounts charged to ascertain that amortization expense 
allocation is correct. If intangible assets are established at figures differing 
from cost, proper company officials should be consulted and the basis of the 
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valuation used discussed with them in order to determine the propriety of 
die amounts. 

Remaining Usefulness. If an intangible asset does not possess remaining 
usefulness, it should be removed from the accounts. Depending upon the 
materiality of the asset amount, the write-off may be to income or to Re¬ 
tained Income; or it may be prorated between them. In order to determine 
usefulness, investigation and the examination of income data related to the 
asset will be of assistance. 

ILLUSTRATION. A company owns a patent on a certain type of machine 
manufactured by it and leased to others. The Patent account contains an 
unamortized debit balance of $40,000. Gross royalties for the past five 
years have averaged $300 per year, and the examination led to the con¬ 
clusion that the royalties would not increase. 

Goodwill 

The auditor should attempt to trace the history and development of the 
goodwill value appearing in the accounts under examination in order to 
clarify his understanding of this controversial asset. The major problem 
confronting the auditor is the determination of the basis for the existence of 
a Goodwill account. 

There are many methods of computing the theoretical value of goodwill 
for a going concern, and approved principles should be the consistent guide 
in practical application. Goodwill is the least liquid of all assets, and it 
cannot be distributed to stockholders in the event of liquidation. Therefore, 
it should be placed in the accounts at the price actually paid for it upon the 
acquisition of a business for cash, capital stock, or other valuable considera¬ 
tion. The price paid for it usually is any excess of purchase price over the 
proprietorship of the acquired company. In a merger, goodwill is often 
created because of differences in earning power of the separate companies 
joining the merger; and capital stock in an agreed amount is issued to the 
stockholders of the high-profit individual companies for the greater earning 
power of these companies. If, in these cases, only no-par value capital stock 
is issued, it may not be necessary to show the goodwill. 

If goodwill is viewed as the enjoyment of a profit by one company in 
excess of the normal or usual return for that industry as a whole, goodwill 
might exist; but, if it has not been purchased, it should be omitted from the 
accounts. If the excess profit is capitalized, rates of profit over normal fall 
to normal; and a true return on invested capital is not shown. Therefore, 
the non-purchased creation of a Goodwill account is a practice to be dis¬ 
couraged; readers of the balance sheet are misled as to asset values. Gen¬ 
erally speaking, no purpose is to be served by the recording of asset values 
not legitimately acquired through normal purchase. Investment analysts 
ordinarily compute rates of return on assets after excluding intangible 
values. Regulatory agencies, such as the Securities and Exchange Commis¬ 
sion, discourage the showing of goodwill in excess of cost. 
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Illustration 55 


GREEN COMPANY 
Goodwill Account 
December 31, 1951 

Prepared by_ 

Date___ 

Reviewed by_ 

Date- 

The Goodwill account (original amount, $100,000) represents the excess of the 
purchase price of 100 per cent of the common capital stock of the Blue Company over 
the net proprietorship of that company when purchased by the Green Company on 
January 2, 1943. 

Starting with the year ended December 31, 1943, the Green Company has consist¬ 
ently amortized goodwill in the amount of $5,000 per year and intends tD follow this 
policy until the Goodwill account is completely amortized. As shown elsewhere, the 
net income of the Green Company has averaged 13 per cent on invested capital since 
acquisition of the capital stock of the Blue Company. 

Annual amortization consistently has been to Profit and Loss. 


Goodwill, original cost, January 2, 1943 .$1PO,000 

Deduct: Amortization at $5,000 per year 

(1943-51) . 45, 000 

Balance, December 31, 1951 . $ 55,000 


The first duty of an auditor in an examination of goodwill is to discover 
how the value of the goodwill was determined, by examining minutes of 
the board of directors; by examining purchase contracts and cash disburse¬ 
ment records; and by examining the allocations made when assets were 
acquired in lump-sum purchases involving an amount of goodwill. In his 
report the auditor should point out the derivation of the goodwill values, 
a description of its method of creation, and the amortization policies, if any. 
He should not fail to indicate such sources of creation as arbitrary write-up, 
capitalized organization expenses, advertising and other development costs, 
unpaid capital stock subscription cancellations, discount on capital stock 
issuance, losses of prior years, amounts equal to profits realized from 
patented products, and so on. Cost should be the maximum capitalization 
figure for goodwill. 

Owing to fluctuations in net income, goodwill fluctuates in value from 
period to period, just as market prices fluctuate for fixed tangible assets. 
The value of the goodwill, when established by cost, need not be altered, 
however, unless the goodwill is declining, has permanently declined, or is 
lost. The position of the Committee on Accounting Procedure of the Amer¬ 
ican Institute of Accountants is set forth in Accounting Research Bulletin 
No. 24 y as follows: 

If a corporation decides to amortize the cost of a type ( b ) intangible, as to 
which there is no present indication of limited existence or loss of value, by sys¬ 
tematic charges in the income statement, such procedure is permissible despite 
the fact that expenditures are being made to maintain its value. The plan of 






450 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 17 

amortization should be reasonable; it should be based on all the surrounding cir¬ 
cumstances including rhe basic nature of the intangible and the expenditures 
being currently made for development, experimentation, and sales promotion. 
Where the intangibles are important income-producing factors and are being 
currently maintained by advertising or otherwise, the period of amortization 
should be reasonably long. The procedure should be formally approved, prefera¬ 
bly by action of the stockholders, and should be fully disclosed in the financial 
statements. The committee believes that such amortization should be entirely 
within the discretion of the corporation and should not be regarded as mandatory. 

The Securities and Exchange Commission has not adopted a rule for 
goodwill amortization, but the Commission investigates the statements of 
registrants who have indefinitely retained a Goodwill account. As the result 
of investigations, certain registrants are amortizing goodwill to income or 
to Retained Income. 

Patents 

The examination of patents accounts should include the following pro¬ 
cedures: 

1. Schedule each patent, setting forth a full description, date acquired, cost, 
vouched charges and credits, and the detail of the examination of the cli¬ 
ent's development costs charged to the patents accounts. 

2. Examine the patent letters and/or obtain confirmatory letters from the 
client’s attorney as to the validity and existence of each patent. 

3. Ascertain that valuations represent purchase price or the cost of experimen¬ 
tal work resulting in a successful patent. 

4. Describe the amortization and determine its propriety. 

5. Prepare full notes on the usefulness and productivity of each patent. 

6. Prepare notes on past concluded litigation and on contemplated litigation. 

A patent is a monopolistic privilege granted by a government, giving the 
exclusive right to manufacture and dispose of or otherwise benefit from 
the results of the invention of a product or process. In the United States, 
patents are granted for a period of seventeen years, at the expiration of 
which time the monopoly ceases. A patent is registered in the name of the 
owner at the United States Patent Office, and this registration constitutes 
the true evidence of ownership of the patent. 

Patent letters are issued upon the registration of the patent. These letters 
must be examined by the auditor; in addition to or in lieu of this examina¬ 
tion, confirmations of the validity and existence of the patents may be 
obtained from the company attorney. The patent letters also state the extent 
of the territory over which the patent is protectible; a patent issued by the 
United States Patent Office extends over all of the states, territories, and 
possessions of the United States. Priority of application is the determining 
factor in the granting of a patent. If a competitor manufactures and sells 
the same items or uses the same process, priority of application for the patent 
will be the basis of decision in the litigation that usually follows. Since the 
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life of a patent extends for seventeen years from the time it is granted, 
protection is frequently secured for a longer period because protection starts 
at the time of application. 

The value of a patent emanates from its ability to produce income and 
not from the mere fact that a patent has been acquired. Patents constitute 
the most valuable assets of many corporations, not only from the standpoint 
of the cost of the patents but fundamentally from the standpoint of the earn¬ 
ing capacity made possible by possession of the patent, which results in an 
income not possible for competitors. In many instances, corporations pur¬ 
chase patents outright from the originators. In other cases the inventor and 
the manufacturer enter into a contractual relationship whereby the latter 
obtains the privilege, usually exclusive, of manufacturing and selling the 
product or of using the process covered by the patent. In such cases the owner 
of the patent receives a royalty based upon production or sales. When a cor¬ 
poration purchases a patent, it frequently grants usage privileges to others on 
a royalty basis. When a manufacturer does not own a patent but manufac¬ 
tures under a contract with the owner, the manufacturer should not capitalize 
the contract on his books as a patent but should simply show his royalty costs 
as an expense. The comparison of debits in the Patents account with the list¬ 
ing of the patents owned should disclose improper rharges of this nature. 

Although patents may result in profits not obtainable by competitors, 
proper accounting practice is to record the patents at cost. If patents are 
appreciated on the books, then the extraordinary rate of return is reduced to 
a normal rate; and the fact that unusual profits exist is not evident from 
an examination of the financial statements. If patents have been appreciated, 
the auditor should annotate the balance sheet and fully disclose the situation 
in the audit report. If patents possess unusual value in excess of cost less 
amortization, this too should be mentioned in the report. 

Vouchers and other evidence substantiating original cost should be 
examined and traced to the Patents account. The cost of a patent is its 
purchase price if it is bought outright. If the patent is developed by the client, 
all research costs, experimental expenses, legal fees, patent fees, and other 
development costs may be considered as constituting the cost of the patent. 
However, current expense of this nature should not be carried forward as 
an asset, since it is impossible to determine in advance if a patent of value 
will result when all work is completed. If all of these expenses were cur¬ 
rently capitalized, and if—when the patent is finally secured—it is of no 
value, or if it is soon superseded, or if a patent is not obtained, future periods 
will be forced to absorb the loss properly belonging to the developmental 
periods. 

In a first audit the Patents account should be analyzed in detail back to 
the oldest patent remaining in the account. Every debit in the account should 
be tied in with the cost of one of the patents, and charges not allocable to a 
specific patent should be removed from the account. The auditor must 
examine contracts for purchased patents; he must verify all expenses for 
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developed patents in order to determine the legitimacy and correctness of 
the capitalization of the expense outlays. 

A patent is always of doubtful value as an includible asset until it has 
withstood the test of a lawsuit brought by someone honestly interested in 
establishing his priority. If the infringement suit is won by the defendant, 
the amount spent in defense of title to the patent is a proper capitalization 
charge, if desired. If the lawsuit is lost, the amount spent in title defense 
plus all amounts previously expended in connection with the purchase or 
development of the patent should be written off the accounts as a loss. The 
cost of a successful suit also may be properly capitalized if the client com¬ 
pany is the plaintiff and had brought suit against someone allegedly infring¬ 
ing on its patent. 

The auditor must determine the book value of the patents at the balance 
sheet date. To do this adequately, he must of necessity discuss rates of patent 
amortization with the client. Although the legal life of a patent is seventeen 
years, most patents become obsolete long before the expiration of that time. 
Consequently, the length of time during which the patent will prove to be 
an income-producing asset must be conservatively estimated; then the cost 
of the patent should be amortized over seventeen years or the estimated 
useful life, whichever is shorter. If there are patents that are not being used, 
either because of lack of demand for the product manufactured thereunder 
or because of the placing of the patents on an inactive status, the cost of the 
patents should be charged off as an expense. In amortizing patents, the 
auditor will discover that in many cases the credits were passed directly to 
the Patents account rather than to an Allowance for Amortization of Patents 
account. Because expiration takes place on a time basis, there is no objec¬ 
tion to the direct credit method, which is widely employed; however, the 
allowance method offers certain operating advantages and, by some account¬ 
ants, is considered the better method, since original cost or appraisal figures 
are thereby shown on the balance sheet. In many instances a patent-owning 
company continues the manufacture of a patented item long after the patent 
has expired. In such cases a patent does not exist, and no value should be 
assigned either to a Patent account or to the Goodwill account after the 
expiration of the patent. 

Sales of patented articles and of products sold under patented processes 
should be examined to ascertain that excessive valuation of a patent does not 
exist. It frequently happens that a patent is correctly costed and is amortized 
in proper proportion to its total legal life, but investigation may prove that 
sales of the patented article are negligible. This simply means that the in¬ 
tangible asset is overvalued on the records and must be adjusted to bring it 
into line with its productive probabilities. 

Leaseholds 

A leasehold represents the right to use real property for the period of the 
contract. A leasehold differs from outright ownership because of the limita- 
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dons imposed upon the disposal and use of the leased property and because 
of the limited period of occupancy. Office buildings, department stores, 
hotels, and downtown business concerns in general commonly have their 
owned or leased buildings constructed on leased land. 

An audit program for leaseholds may be stated as follows: 

1. Examine leasehold authorizations. 

2. Examine leasehold agreements or contracts. 

3. Ascertain that leases are properly valued at amortized cost. 

4. Verify cost and amortization if advance payments have been made. 

5. Verify the cost and amortization of leasehold improvements. 

In recent years there has been a growing practice of using long-term 
leases as a method of financing. A landowner will construct a building to 
his own specifications, sell the entire property, and simultaneously lease the 
property back for a stated number of years. Variations of this procedure are 
the sale and lease of existing properties or the lease of properties to be con¬ 
structed by the lessor to the specifications of the lessee. Normally, the lessee 
assumes all the costs of property ownership, such as taxes, insurance, and 
maintenance; the lessee does not pay mortgage indebtedness on the prop¬ 
erty. 

It is the opinion of the Committee on Accounting Procedure and the 
opinion of the author that adequate disclosure should be granted the exist¬ 
ence of such long-term leases in the financial statements, in accordance with 
Accounting Research Bulletin No. 38. 

The auditor should ascertain, by reference to minutes of the board of 
directors or the finance committee, that proper authorization exists for 
entering into a lease agreement or the purchase of a leasehold. The terms 
expressed in the authorization should be compared with the terms of the 
contract. In his examination of the lease contract, the auditor should extract 
for his working papers such data as the names of the parties; the properties 
involved; the exact terms of the contract; renewal features; cancellation 
clauses; advance deposit payments; premium payments; periodic rental; 
rental payment dates; clauses with respect to taxes, insurance, repairs, etc.; 
and improvement clauses. If he considers it necessary, the auditor may re¬ 
quest direct confirmation data from the lessee, the lessor, or the sublessor. 

The Leasehold account must be analyzed and all entries traced to the 
records of original entry. If a leasehold appears as an asset, there must be 
complete verification of its valuation. If the valuation on the books repre¬ 
sents cost, the auditor must verify the cost computation, which should 
represent the present value of an annuity; and he must determine the proper 
annual amortization. The periodic amortization must be great enough to 
write off the cost of the lease and premiums paid to obtain it in conformity 
with the shortest time provisions of the lease contract. 

Leases should not appear as assets unless (a) a flat amount has been paid 
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in advance to cover the leasehold or (b) the original lessee has capitalized 
his expected savings or profit derived or to be derived under a sublease; this 
is not customary. If the book valuation does represent the capitalization of 
the expected savings or profit derived, the auditor must then ascertain that 
a special proprietorship account—Leasehold Appraisal Surplus—has been 
properly credited. Also, he must determine that the Leasehold Appraisal Sur¬ 
plus account is charged periodically and that an income account is credited 
for the amount of rent on investment which would be included in expense as 
a result of amortizing the lease so capitalized. 

If a lessee makes improvements to leased properties, those improvements 
originally should be capitalized in a Leasehold Improvements account. The 
auditor must analyze this account in order to approve proper distinction be¬ 
tween charges of a capital nature and those that represent expenses at the 
time of incurrence. Also, he must ascertain that the leasehold improvements 
are being depreciated over the life of the lease or the life of the improve¬ 
ments, whichever is shorter. Even if a lease contains a renewal clause, im¬ 
provements should be amortized over a period no longer than the period of 
the original lease, since there is no assurance when the improvements are 
made that the renewal privilege will be exercised. 

If subleases exist, the auditor must verify not only the leasehold expenses 
but also the rental incomes from the sublessee. 

Copyr/'ghfs 

Copyrights are monopolistic privileges, similar to patents, granted by the 
federal government for the reproduction and sale of printed or otherwise 
produced writings, drawings, musical compositions, maps, works of art, etc. 
In the United States, copyrights are granted for a period of 28 years and 
are renewable once, thus giving a total legally protected period of 56 years. 
However, most copyrighted productions do not enjoy a life of even 28 
years. Therefore, the auditor must watch particularly for obsolescence of 
copyrights; and he also must be careful to verify copyright periods and re¬ 
maining life. The safest practice is to charge off the cost of the copyright 
against the cost of publishing a first edition or manufacturing the first pro¬ 
duction. If a copyright represents an original governmental grant, the cost 
of the copyright is negligible and usually is charged to expense at the time 
of acquisition; if a copyright is purchased from an original holder, the 
auditor must verify cost and amortization and must investigate obsolescence. 
The audit procedures for copyrights are similar to those for patents. 

Copyrights, like patents, are often valuable possessions from the stand¬ 
point of their income-producing capacity; but, also like patents, they should 
not be placed on the records at an amount in excess of cost. A few publishers 
capitalize a copyright by multiplying the annual profit resulting from the 
copyright by a selected number of years—often four. This is not the best 
practice; but, if a client insists upon it, the auditor must likewise insist upon 
adequate amortization provisions and upon proper credit entries. In addition, 
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the balance sheet and the audit report must fully disclose the appraisal. 
Publishers sometimes buy copyrighted manuscripts outright. In such cases, 
royalties are not paid to originators; and the Copyright account should be 
credited periodically for the royalties that otherwise would be paid; the 
charge would be to a Copyright Amortization account. When copyrights 
that have no value—either because they have expired or because they are 
not being used—still appear in the accounts, they must be written off im¬ 
mediately. 

Franchises 

A franchise is a contract between a private company and a governmental 
subdivision, granting certain privileges of use to the private company, which 
ordinarily is a public utility. Franchises may be of limited life, or they may 
be perpetual. They may be revocable by the grantor, or they may be irrevo¬ 
cable. Also, they may be granted for a periodic fee or for a lump sum; or 
they may be granted gratis. Public utility commissions now commonly regu¬ 
late public utilities and frequently specify the expenditures chargeable to 
the Franchise account and the method to be followed in amortizing the 
account. 

In auditing franchises and the related accounts, the auditor must investi¬ 
gate the franchise in order to be familiar with all terms of the grant, includ¬ 
ing any requirements on the part of both parties to the contract, any 
restrictions imposed, fees or rentals, the right of the granting governmental 
body to assume operations in the event of certain contingencies, revocable 
features, rate clauses, service clauses, and maintenance provisions. Excerpts 
of these provisions become a part of the permanent file. 

The auditor must examine the franchise accounts to ascertain that they are 
carried at cost less proper amortization, if they have been acquired by pur¬ 
chase. If they have been acquired without cost, no value should appear in 
the accounts; and annual rentals should be recorded as an operating expense. 
The auditor must determine the adequacy or inadequacy of periodic amor¬ 
tization charges for franchises of limited life and for franchises containing 
revocable clauses. If the public utility commission involved requires specific 
methods of amortization, the auditor must be certain that these legal require¬ 
ments are being followed; and his report should contain appropriate com¬ 
ment on this matter. The franchise should be amortized at least over its 
legal life, if not sooner, when revocable features might lead to cancellation. 
Amortization is commonly on a straight-line basis, and a reserve may or may 
not be used. 

Licenses and Royalty Agreements 

License contracts and royalty contracts may be granted under patents or 
copyrights. The grantee usually does not recognize as an intangible asset the 
cost of attorneys’ fees and other costs of obtaining the license or royalty 
agreement but charges these amounts to income. If a license or royalty con- 
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tract has been assigned for a consideration, it is proper to capitalize the cost 
of obtaining the assignment. The capitalized cost should be amortized over 
the life of the agreement or the anticipated period of usefulness, whichever 
is shorter. 

Trademarks and Trade Names 

Trademarks are recognition signs, symbols, designs, and brand names 
established so that identification of a product may easily be made by the 
purchaser. A trademark brands a product in the same manner that a signa¬ 
ture identifies the writer of a letter or a document. Trademarks are valid 
under common law, based on continual usage, but ordinarily are registered 
with the United States Patent Office. By registration, legal protection for the 
use of the trademark is established, since the identification is created in the 
name of the registrant for his exclusive use. In order to establish the legiti¬ 
mate right to a trademark, it may be necessary to be able to prove priority of 
usage; therefore, the registration should be effected as soon as the trademark 
is developed. The registrant enjoys the exclusive use of the trademark; in 
order to continue the enjoyment of the monopoly, it is necessary that the 
trademark be used continuously. 

The registration period with the Patent Office for trademarks and trade 
names is twenty years, renewable indefinitely for similar periods. Most states 
permit registration of trademarks and trade names, and in many states there 
is no time limit to the registration. Therefore, it is not necessary to amortize 
their costs unless their useful productive life is limited. 

Trademarks and trade names should be carried at cost but should be 
completely amortized by the time they are discontinued or become valueless. 
Costs for trademarks consists of development outlays, design costs, or pur¬ 
chase price, if the insignia is purchased from a preceding owner. The cost of 
a trademark commonly is quite negligible if its cost is composed only of 
designing costs and if the trademark is considered alone and separately from 
promotion and advertising outlays. In many cases, trademarks are carried 
at a zero value. There are too many cases in which a trademark is looked 
upon as the creator of goodwill and as a proper basis for writing up the 
value of the trademark or for increasing the Goodwill account to some 
arbitrary figure. The practice of charging certain advertising outlays to 
Trademarks or to Goodwill is occasionally found. A trademark may be 
valuable and might lead to the element of goodwill, but that does not con¬ 
stitute a reason for engaging in the practice of increasing the value of the 
assets above cost. 

A trade name differs from a trademark in that the former applies to a 
business, whereas a trademark commonly accompanies a product. Trade 
names are capitalized, valued, and audited in the same manner as trade¬ 
marks. 

In auditing trademark accounts, the accountant should examine the regis¬ 
tration letters and all correspondence with the client’s attorney and should 
verify the account charges and credits. In his report or as a footnote to the 
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balance sheet, the auditor should explain trademark valuations if the 
account is carried at a figure in excess of cost. 

Secref Processes and Formulas 

Secret processes and formulas are often developed which have great 
value to the owner and which result in a monopoly or the enjoyment of a 
rate of net profit in excess of that of the competitive industry as a whole. 
As far as the accounts are concerned, it is much better practice to carry the 
formulas at their cost of development than to capitalize the additional prof¬ 
its. The cost of formulas constitutes all development and research costs 
connected with them, or the cost is the purchase price paid to obtain them. 
The book value of discontinued formulas should be eliminated from the 
records. The auditor must confer with the proper officials of a company to 
determine the ownership of the formulas and the degree of security from 
discovery by outsiders, for these are vital to the general protection of the 
company and its profit-making possibilities. Secret formulas are similar to 
trademarks, with the exception of the fact that they are secret and will be of 
value only so long as they remain secret. The audition procedure is the same 
as that applicable to trademarks. 

Balance Sheet Presentation 

Intangible assets should be shown separately classified on the balance 
sheet; if possible, those of limited existence should be separated from those 
of perpetual or unlimited existence. Usually, intangible assets are the least 
liquid of all assets, since most of them are unsalable unless the business or 
a part of it is sold. Regardless of their cost, intangible assets possess value 
only if they earn a profit over and above a fair return on tangible asset 
values. The basis of valuation should be stated in the balance sheet; methods 
of amortization should be indicated in the audit report. 

Standard No. 20 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standard for intangible assets is presented: 

No. 20. "The auditor must obtain satisfactory evidence of the income- 
producing ability of the assets. He must be satisfied that the basis of carrying 
intangible assets is in accordance with recognized accounting principles; and 
he must be satisfied that the policies followed for amortization (where 
applicable) are in accordance with accepted accounting principles, properly 
applied.” 

Internal Control Questionnaire for Intangible Assets 

The internal control questionnaire for intangible assets is presented in 
Illustration 56. 

QUE5TION5 AND PROBLEMS 

1. You are called upon by the board of directors of the Bowen Company to 
offer your comments upon its proposed actions, as set forth on page 458. 
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Illustration 56 


INTERNAL CONTROL QUESTIONNAIRE 
Intangible Assets 


Yes 

No 

Not 
Appli¬ 
cable ' 





1. Are all purchased intangibles recorded in the accounts? 



- 

2. Are intangible assets priced at: 




a) Cost? 




b') Appraisal? 




c ) Other? 




V Does the client: 




a) Use amortization allowances? 




A) Credit the asset directly for amortization? 




4. Are additions to intangible asset accounts properly au- 




thorized? 




5. Is the policy of the company in accordance with accepted 




principles of accounting governing expenditures for in- 




tangible asset additions? 




6. Is the amortization policy consistent from year to year? 




7. Is amortization adequate? 




B. Describe the amortization procedures followed. 


Prepared by_ 

Date__ 

Reviewed by. 
Date_ 


The Bowen Company does not have a Goodwill account on its books; but 
the company evidently enjoys goodwill, as indicated by its high rate of net 
income and its prestige within the particular industry. Frequently, stockhold¬ 
ers inquire why dividends are nor larger in view of the large net income 
earned on invested capital. The company proposes to establish a Goodwill 
account by a credit to Appreciation Surplus, to be followed immediately by 
the distribution of a dividend in the common stock of the corporation equal 
to the amount of the goodwill appraisal; the Appreciation Surplus account 
will be charged in full, and Common Stock will be credited. The company 
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reasons that it will then be able to point to a lowered rate of return earned 
on the outstanding common stock as an argument for not paying increased 
dividends. 

2. On December 31, 1951, the Sylvan Company was purchased by the Talbot 
Company. The Talbot Company agreed to pay for goodwill on the following 
basis: capitalization at 25 per cent of the average of the profits for each of 
the three years 1949, 1950, and 1951 in excess of 10 per cent of the net tan¬ 
gible assets at rhe beginning of the year. The statement of surplus sets forth 
all of the changes in the common stock. 

On the basis of the information given, (a) compute the amount of the 
goodwill; and ( b) comment upon its valuation. 

SYLVAN COMPANY 
Balance Sheet 
December 31, 1951 

ASSETS 

Current assets .$ 430,000 

Investments . 100,000 

Trademarks . 50,000 

Copyrights . 10,000 

Fixed assets . 810,000 

Goodwill . 100,000 

$1,500,000 

LIABILITIES AND CAPITAL 

Current liabilities .$ 330,000 

Bonds payable . 200,000 

Common stock . 500,000 

Earned surplus . 47 0,000 

$1,500^000 

SYLVAN COMPANY 
Statement of Surplus 
December 31, 1951 

Balance, January 1, 1949 . $550,000 

Deduct: Cash dividends paid in 1949 . 200,000 

$350,000 

Profit, 1949 . 190,000 

Balance, December 31, 1949 . $540,000 

Goodwill write-down .$100,000 

Copyright write-down . 10,000 

Cash dividends paid in 1950 . 200,000 ^jn0,000 

$230^000 

Profit, 1950 .$280,000 

Trademark write-up . 50,0 00 330,000 

Balance, December 31, 1950 . $560,000 

Cash dividends paid in 1951 .$200,000 

Stock dividends paid in 1951 (25 per cent) . 100,000 300,000 

$260,000 

Profit, 1951 . 210,000 

Balance, December 31, 1951 . $470,000 


3. The Syracuse Corporation acquires patents regularly and charges their cost 
to a Patents account, which has not been amortized during the past ten years. 
You were called in at the end of the tenth year to determine the present value 
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of the patents. What procedure will you follow in order to state properly the 
balance of the account? 

4. The Tangelwood Company develops some of its patents and purchases others. 
The company is uncertain as to which costs to capitalize and which to charge 
to current operations. It is aiso uncertain as to where research and develop¬ 
ment costs should appear in the operating statements in those cases in which 
the company has been charging certain items to expense. Outline a plan for 
the company to follow in the future. 

5. On July 1, 1951, your client, the Hartford Company, paid $ 12,000 for a 
patent on a product that was in direct competition with a product of the 
company. The'Hartford Company decided not to manufacture the article per¬ 
mitted under the new patent purchased but to continue with the manufacture 
of its customary products. During the audit for the year ended December 31, 
1951, you noticed the $12,000 as a charge to the Patents account. What 
would you suggest? 

6. During your audit of the Hartig Television Company for the year ended De¬ 
cember 31, 1951, you discover the Patents account which, when analyzed on 
working paper, appears as given below. Do you consider the account correct 
or incorrect? What auditing procedure would you follow to convince yourself 
of the propriety of the items appearing in the account? 

Patents 

Balance, January 1, 1951 (this represents patents purchased 


and examined in our preceding audits) .$200,000 

Additions during 1951: 

Patenrs purchased . 4,000 

Research expense . 18,000 

Research department salaries . 14,000 

Insurance . 200 

Repairs to research department . 600 

Bricks for flue . 100 

Trade magazines . 100 

Parents purchased . 7,000 

Tubes . 800 

Condensers . 200 

Patent purchased . 1,000 

$246,000 


7- On February 1, 1948, Adams assigned a patent, newly issued to him, to the 
Hayworth Manufacturing Company, under a contract that provided that the 
latter "would pay Adams a royalty of $2.00 for each unit produced in ac¬ 
cordance with the Adams patent and installed in Hayworth machinery de¬ 
livered to any point outside the plant, whether or not such deliveries were 
based on sales, transfers to branches, or consignments to agents.” 

On the date of the assignment the Hayworth Company paid Adams $500 
in advance royalties. Thereafter, no royalty payments or statements of royal¬ 
ties earned were received by him. His efforts to obtain information elicited 
only the response that the royalties earned did not equal the amount paid 
him. 

Finally, in 1951, Adams asked you to determine the facts. 

Outline a program to ascertain the amount of royalty due or overpaid to 
Adams under his contract with the Hayworth Manufacturing Company. 

(A.I.A.) 
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8. The Barton Patent Corporation acquired 700 Shares of the common capital 
stock of the Locust Research Company, as follows: 


January 2, 1950, 600 shares .$300,000 

June 30, 1950, 100 shares. 46,000 


The audited balance sheets of the Locust Research Company follow: 



January 1 
1950 

June 30 
1950 

December 31 
1950 

Cash .. 

_$ 30,000 

$ 78,000 
65,000 
57,000 

$ 40,000 
50,000 
54,000 

Royalties receivable . 

Patent . 

_ 60,000 

,.. . 60,000 


$150,000 

$200,000 

$144,000 

Accounts payable . 

Federal income tax liability . . . 
Common stock, 1,000 shares . . 

. ...$ 5,000 

_ 20,000 

. . . . 100,000 

$ 6,000 
19,000 
100,000 

$ 4,000 

25,000 
100,000 

Earned surplus . 

. ... 25,000 

75,000 

15,000 


$150,000 

$200,000 

$144,000 


Adequate provision was made for all liabilities and for amortization of 
the patent on a straight-line basis. On December 30, 1950, a dividend of 
$150,000 had been paid. 

As of December 31, 1950, the shareholders of the Locust Research Com¬ 
pany ordered the liquidation of the company. The shareholders were to re¬ 
ceive a prorata assignment of their interest in the patent on January 2, 1951. 
Collection of royalties receivable, payment of liabilities, and distribution of 
available cash were to be effected not later than February 15, 1951; and 
$1,000 was appropriated for the estimated expenses of the liquidation period. 

Based upon the foregoing data and your examination of the records, pre¬ 
pare the entries that the Barton Patent Corporation should make in order to 
record the amortized cost of its interest in the parent on the date of assign¬ 
ment. 

9- The analysis of the Patent account of the Baywood Company is as follows: 


Patent A r .count 


Date 

Explanation 

Debits 

Jan. 2, 1942 

Basic patent cost 

20,000 

Dec. 31, 1942 

Patent cost 

4,000 

Dec. 31, 1943 

Patent cost 

2,000 

Dec. 31, 1944 

Patent cdsc 

16,000 

Dec. 31, 1945 

Patent cost 

40,000 

Dec. 31, 1946 

Patent cost 

IB,000 

Dec. 31, 1947 

Patent cost 

10,000 

Dec. 31, 1948 

Patent cost 

19,000 

Dec. 31, 1949 

Patent cost 

11,000 

Dec. 31, 1950 

Patent cost 

13,000 

Dec. 31, 1951 

Patent cost 

7,000 

160,000 
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An analysis of the Profit and Loss account shows the following net profits 
transferred to the Retained Income account at the close of each of the follow¬ 
ing years: 


1942 .$ 9,000 

1943 . 18,000 

1944 . 27,000 

1945 36,000 

1946 . 45,000 

1947 54,000 

1948 63,000 

1949 72,000 

1950 . 81,000 

1951 9 0,000 

1495,000 


No amortization has been taken on the Patent account. All expenditures 
since January 2, 1942, have been in connection with the basic patent. 

The sales manager has been paid a salary of $ 10,000 per year plus a 10 
per cent commission on net profits prior to the commission but after the 
salary. 

a) Prepare working papers for the adjustment of the Patent account so that 
it will be completely amortized by January 1, 1959- 

b) Prepare working papers for the adjustment of the net profits so that the 
sales manager will be credited with a commission of 30 per cent for all 
years, instead of his salary and commission indicated above. In the work¬ 
ing papers, show the adjusted net profit for each of the ten years after 
patent amortization and after the new arrangement for the sales manager. 

10. A building with an estimated remaining life of 20 years was leased, together 
with the land site, to the Paris Company for 50 years, without the privilege 
of renewal. The annual rental of the leasehold was |22,000. The lease speci¬ 
fied that all costs of operation, maintenance, and any new construction were 
to be borne by the lessee. 

At the end of the seventeenth year the Paris Company sold the lease to the 
Ravine Company for $33,000. During the following three years the Ravine 
Company subrented the building for $33,000 per year; maintenance, taxes, 
and other costs were $6,000 per year. 

At the end of the twentieth year, in accordance with the original estimates 
of the life of the building, the structure was razed and a new building erected 
at a cost of $240,000 to the Ravine Company. The new building had an esti¬ 
mated life of 40 years. The new building was rented for $44,000 per year; 
maintenance, taxes, and other costs were $8,000 annually. Assume that during 
the period of demolition and reconstruction there was no lost rental. 

You are called in by the Ravine Company ( a ) to compute the total net 
profit of the Ravine Company during the period of its ownership and (h) to 
prepare income statements for the eighteenth year and the thirtieth year of 
the lease. 

11. The Harr Company leased its land and building, paying an annual rental of 
$24,000, with the option of purchase for $250,000 at any time before the 
termination of the lease. The lease was for 20 years, 10 of which have ex- 
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pired The appraised sound value of the property at the end of the tenth year 
was $350,000, owing to increased land and building values in the particular 
section of the city in which the property is located The company is con¬ 
templating the purchase of the property, and it wishes to show the value of 
the leasehold in its current balance sheet so that the stockholders may see the 
desirability of purchasing the land and building for $250,000 How do you 
suggest showing the leasehold value? 

12 In order to obtain a lease on a certain land site, the Atlanta Company paid a 
premium of $10,000 The leasehold is for 15 years at $15,000 per year What 
disposition of the premium should be made in the accounts of the Atlanta 
Company? 

13 The Fowler Company bought a 20-year lease, paying $450,000 for it at the 
time of purchase The company amortized the lease on a straight line basis 
and charged Profit and Loss for $27,500 each year for 12 years During the 
thirteenth year an operating loss was incurred to the extent of $20,000 by 
including $27,500 as amortization of lease expense Also, if the $20,000 loss 
was dosed to Retained Income, the Retained Income account would be al¬ 
most depleted after the regular dividend was declared The company there¬ 
fore decided to charge nothing off the lease for the current year, thereby 
showing a $7,500 profit You are called upon to approve the plan What do 
you suggest? 

14 The Laredo Company had leased a plot of ground for 20 years, at an annual 
rental of $1,500 The lease does not contain a renewal clause Immediately 
after negotiating for the lease, the Laredo Company erected a building cost¬ 
ing $25,000, which has an estimated life of 25 years The building was de¬ 
preciated at the rate of 5 per cent pel year At the end of the tenth year the 
original lease was canceled, and a new one was negotiated for 30 more years 

a) Was the original 5 per cent depredation correct or incorrect? 

b) What is the amount of annual depreciation for the eleventh through the 
fortieth year? 

c) If the original lease had contained a lcnewal clause, what original depre¬ 
ciation rate would you have used? 

15 a) The Copyright account in the General Ledger of a publishing company 

has a debit balance of $20,000 What would be your procedure in con¬ 
nection with the audit of this account? 

b) In your opinion, when should copyrights appear in the accounts as assets? 

16 If you were auditing the records of a privately owned public utility, to what 
would you devote particular attention when you were investigating the Fran¬ 
chise account and the franchises? 

17 You were auditing the records of a local public utility for the first time Dur¬ 
ing the inspection of the franchise, you noticed the clause whereby the 
grantor municipality may revoke the franchise at its option What factors 
would guide you in arriving at your decision as to the correct amount of pe¬ 
riodic amortization? 

18 The Racine Company owns a patent If it did not own the patent, the royalty 
cost which the Racine Company would have to pay on its sales would amount 
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to (10,000 per year. Therefore, the board of directors of the Racine Com¬ 
pany decides to increase its Patents account by (50,000 (five years’ royalties) 
and to declare and pay a common stock dividend out of the appraisal surplus 
thus created. The $50,000 increase in the Patents account is to be amortized 
over the remaining life of the patent. What criticisms have you to offer of 
the action of the board of directors of the Racine Company? 

19- From the information given below, you are to submit the following to your 
client: 

a) A summary of the Royalty liability account showing the transactions in¬ 
dicated below and the final settlement. 

b) The journal entry to record the adjustment of the October 1, 1949, in¬ 
ventories. 

c) The journal entry to set up the advance royalty at December 31, 1951, as 
a deferred charge. 

On October 1, 1943, the Berkley Publishing Company entered into a roy¬ 
alty contract for the publication of a technical book, the royalty of $40 per 
100 copies to be paid on or before October 1, 1949, on a minimum publica¬ 
tion of 50,000 copies. The contract stipulated that in the interval the pay¬ 
ments were to be made from time to time as the books were bound for ship¬ 
ment. The publishing company printed 50,000 sets of sheets, included the 
royalty in the sheet cost, and set up the liability therefor. To October 1, 1949, 
the royalty had been paid as agreed on the basis of 13,500 bound copies; and 
the balance on the remaining 36,500 copies became due. 

However, owing to the slowness of the sale of the book, it was agreed on 
the latter date that the original contract was to be modified for the balance 
of the royalties. The publishing company, having on hand 2,840 copies of 
bound stock, decided to charge Earned Surplus with all the royalty included 
in its inventories. 

During the years 1950 and 1951, 1,300 additional copies were sold. On 
December 31, 1951, there remained on hand 1,540 bound copies; but no 
further sheet stock had been bound. On that date a final arrangement was 
made whereby the remaining royalty liability was settled and paid at $0.50 
on the dollar. In view of a revived demand for the book, the publishing com¬ 
pany reinstated as a deferred charge the advance royalty actually paid on the 
stock on hand. 

20. Patents, trademarks, leaseholds, and franchises, carried in the records at $262,- 
111.40, were charged off to Earned Surplus during the year 1951. Would you 
mention the matter in your report for the year ended December 31, 1951? 

21. Your client incurred certain rather large expenses in obtaining a trademark. 
He requests your advice as to whether (a) the trademark cost should be 
amortized over a period of years, ( b) the cost should be permanently capi¬ 
talized, or (c) the cost should be charged to expense at incurrence. What 
advice would you offer, and why? 

22. You were performing your first audit for the Exude Chemical Company, or¬ 
ganized 10 years ago. During your inspection of the General Journal, you 
noted the following entry, under dare of June 10, 1951: 
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Formula .46,000 

Common Stock . 40,000 

Four hundred shares of common stock issued to James 
Harlow, President, for his secret formula. 

a) What would you do to determine the existence of the formula and to 
determine the propriety of the foregoing entry? 

b) If the only information which you received was from Mr. Harlow to the 
effect that the formula was in the safety-deposit box, that the manufactur¬ 
ing process was broken up so that the employees could not put the for¬ 
mula together in proper processes and proportions without the supervi¬ 
sion of the factory manager, and thac the $40,000 represented the value 
of the stock at the market, which was also par, would you be willing to 
issue an unqualified opinion in connection with your balance sheet? 





* 

CURRENT LIABILITIES 


Current Liabilities in General 

In many respects the auditing procedures applicable to current liabilities 
are the same as those applicable to accounts and notes receivable. The valua¬ 
tions used in connection with the majority of assets are based upon original 
cost, depreciation policies, sound judgment, well-established precedents, 
accepted principles, and personal opinion. Consequently, when considered 
as a totality, the asset side of a balance sheet represents an expression of 
opinion. In practically all instances, liabilities are not statements of opinion 
but statements of fact; exceptions are estimated accrued liabilities and cases 
in which there is a question as to the existence of a contingent liability. 

Current liabilities are those that are to be liquidated within a relatively 
short period of time—commonly one year. In the balance sheet, current 
liabilities should be subdivided as follows: trade notes, not due and past 
due; bank loans; non-trade notes; trade accounts payable; non-trade accounts 
payable; accounts due to affiliated companies; accounts due to stockholders; 
accounts due to officers; dividends payable; deposit liabilities; accrued taxes; 
accrued wages and salaries; accrued interest; short-term deferred credits to 
income; and all others which might exist at the balance sheet date. 

The principal duty of the auditor is not only to ascertain that all recorded 
liabilities are correct but also to determine that all liabilities are included 
which should be included at the close of the fiscal period. The possibility 
that liability accounts may be overstated is rather remote; the probabilities 
of understatement are greater. If current liabilities are omitted or under¬ 
stated, the working capital ratio may be seriously misstated; and a creditor 
might be misled into a sale of merchandise on credit or a loan of money 
which he would not make if a true balance sheet had been presented. Fur¬ 
thermore, an understatement of liabilities is almost sure to involve an under¬ 
statement of cost or expense. 

NOTES AND ACCEPTANCES PAYABLE 

Notes payable arise from bank loans; purchases from trade creditors; 
loans or purchases from non-trade creditors; commercial paper; commercial 
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letters of credit; and notes payable to subsidiary, parent, or affiliated com¬ 
panies. Trade acceptances arise in the normal course of business in which 
the custom prevails of giving an acceptance at the time of purchase. Notes 
payable commonly bear interest, whereas trade acceptances do not bear 
interest until after maturity. The auditing techniques applicable to notes, 
drafts, bills of exchange, and trade acceptances are the same; therefore, they 
are discussed together. 

Audit Program for Notes and Acceptances Payable 

The following audit program is presented for notes and acceptances pay¬ 
able: 

1. Prepare schedules of outstanding notes and acceptances payable. 

2. Take a trial balance of notes payable and acceptances payable. 

3. Vouch credits and debits in the accounts. 

4. Confirm notes and collateral. 

5. Examine records for note renewals. 

6. Inspect all notes paid during the period. 

7. Calculate interest accrued and prepaid. 

8. Analyze interest expense accounts. 

9. Examine note payments subsequent to the balance sheet date. 

10. Determine proper classification. 

The procedures to be followed for notes and acceptances payable are 
developed in the following subsections. 

1. Prepare Schedules of Outstanding Notes and Acceptances Payable. 
A suggested schedule for notes payable appears in Illustration 57. The data 
for the notes payable schedule are obtainable from the Notes Payable Reg¬ 
ister, if one is kept, or from the cash records, a Notes Payable tickler file, 
the stubs of a padded notebook, or the posting medium indicated in the 
Folio column of the Notes Payable general ledger account. If the client 
has prepared a listing of the notes payable, the auditor must check each item 
therein with the data sources indicated above. 

If the volume of notes is large, it is preferable to prepare separate sched¬ 
ules for each class of obligation. In the event that notes payable are secured, 
the working papers must provide space for detailing the collateral. Illustra¬ 
tion 57 includes the scheduling of prepaid interest and accrued interest, 
thus saving time and work and summarizing all related data at one point. 
If desired, notes payable may be analyzed as shown in Illustration 58. The 
Illustrative Audit presents additional working papers for notes payable. 

2. Take a Trial Balance of the Notes Payable and Acceptances Payable . 
The trial balance should be compared with the auditor’s schedule and with 
the general ledger account balance for each class of note as of the balance 
sheet date. The auditor must prove the footings of the controlling accounts 
before comparing his trial balance totals with the general ledger account 
balances. If the two amounts do not agree, a search should be made for 
errors of the nature indicated on page 469. 



Illustration 57 
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a) Part payments not entered in the tickler file, note stub book, or other 
medium. 

b) Posting to an incorrect controlling account. 

c) Incorrect entries when non-interest-bearing or interest-bearing notes re¬ 
ceivable are discounted. 

d) Incorrect entries when notes and interest are paid at maturity. 

Illustration 5B 
HARTLINE CORPORATION 


Analysis of Non-trade Notes 
D ecember 31, 1951 

Notes payable, January 1, 1951 (agrees with 
1950 working papers, total and detail) 

Payable 

$125,000 

Plus: Notes issued during year: 

A Company, No. 242 . 

B Company, No. 243 . 

C Company, No. 244 . 

D Company, No. 245 . 

. .$ 5,000 
.. 10,000 
.. 15,000 
.. 20,000 

50,000 

Total . 


$175,000 

Less: Note debits during year (paid): 

X Company, Nd. 237 . 

Y Company, No. 23d . 

Q Company, No. 239 . 

R Company, No. 240 and No. 241 .... 

. .$25,000 
. . 30,000 
. . 35,000 
. . 35,000 

125,000 

Balance, General Ledger, December 31, 1951 . 


$ 50,000 


3- Vouch Credits and Debits in the Accounts. The auditor must exam¬ 
ine corporate bylaws and the Minutes Book of the board of directors in order 
to ascertain the names of the personnel authorized to sign notes. Frequently, 
the bylaws will stipulate the limits of indebtedness permissible by the issu¬ 
ance of notes. If only one person signs notes, attention should be called to 
this fact, since the possibilities of fraud and unauthorized borrowing may be 
more prevalent than when two signatures are required. 

Authorizations for the origin of all non-trade notes payable should be 
found in the minutes of either the board of directors or the finance commit¬ 
tee. A comparison of the detail of the non-trade note schedules and transac¬ 
tions with the record of the directors’ meetings or appropriate committee 
meetings will assist in the discovery of existing irregularities. 

ILLUSTRATION. The board of directors authorizes a loan of 110,000. 
The corresponding note entries are for $20,000; $10,000 is disbursed 
for the purpose indicated in the authorization, and $10,000 is disbursed 
to a senior officer who—as developments proved—was actively engaged 
in stock market operations. 

Entries for all bank notes given during the period of the audit must be 
traced to the cash receipts records. Entries for all other notes and acceptances 
payable are traced through ( a ) the General Journal, ( b ) the Note Register, 
or (c) an Invoice Register, depending upon the accounting system em¬ 
ployed by the client. The client should be encouraged to use serially num¬ 
bered notes with corresponding stubs. All notes must be accounted for, and 












470 ■ AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 18 

voided and paid returned notes should be ticked off against the stubs. The 
total of the notes payable outstanding will equal the total of the unchecked 
stubs, less partial payments made. 

The liability certificate (Illustration 63), which is obtained by the auditor 
from the client, should contain a statement to the effect that all notes pay¬ 
able are recorded in the books. 

Debits to Notes Payable arise from partial and full payments, renewals, 
or properly authorized adjusting journal entries. Evidence in the form of a 
canceled note, a paid cheque, a part-payment receipt supported by a paid 
cheque, or proper authorization for an adjustment should be available for 
the auditor’s inspection and vouching to the notes payable accounts. Entries 
corresponding to the original evidence should appear as notes payable debits 
in the cash disbursements journals and in the General Journal. The auditor 
may accept these evidences in support of account charges if they appear to 
be regular in all respects. 

The payment entries in liquidation of notes payable should be vouched 
from the Cash Disbursements Record, through the Notes Payable Register 
if one is used, to the debit of the Notes Payable account. The paid notes 
should be inspected and compared with the entries (see section 6, below). 

The auditor must watch for the possibility of notes that have been pre¬ 
pared and issued without entries appearing in the note records or in the cash 
receipts records. This situation might indicate unauthorized borrowing; in 
such a case the client may have to pay the note at maturity, for a holder in 
due course may collect the note of a solvent debtor. To cover a fraud of this 
nature, a fictitious debit may be passed to some account other than Notes 
Payable at the time of payment, or the notes payable debits and the cash 
credits may be underfooted to the extent of the payments on the originally 
unrecorded notes. Unrecorded borrowings may be difficult to detect; the 
accountant should be alert to notice unusual interest payments and peculiar 
charges and credits to capital accounts. 

Other points for which the auditor must watch during the vouching of 
debits and credits to the Notes Payable account include the following: the 
purpose of each note payable; whether or not the notes are paid promptly 
at maturity; the extent of chattel mortgages given as note security; and the 
extent of merchandise pledged as security and the restrictions placed on 
merchandise pledged, such as its separation and the use of receipts from 
sales to liquidate the notes. 

4. Confirm Notes and Collateral. Notes and acceptances payable and 
outstanding at the end of the period should be confirmed by direct corre¬ 
spondence with the holders of the notes, who should be requested to sub¬ 
mit data pertaining to collateral and endorsements. The confirmation replies 
should be compared wdth the schedule of the notes payable and should be 
watched for subordination of the indebtedness. Notes due to banks are con¬ 
firmed at the time bank balance confirmations are requested, unless a bank 
account is not maintained by the client at the creditor bank. If notes are 
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Illustration 59 

NOTES PAYABLE CONFIRMATION 


THE AUBURN COMPANY 


Auburn, Indiana 


January 10, 1952 

Name of Bank 
or 

Name of Broker 
or 

Name of Other Creditor 
Gentlemen : 

Jones and Jones, Certified Public Accountants, are now making their annual audit of 
our records. 


Please confirm directly to them our indebtedness for notes due you (or sold to you, if 
a broker) as of December 31, 1951. Our liability to you as of that date stands on our 
books at $10,000. Please list in the space provided any collateral held as security 
for the loan. A stamped and addressed envelope is enclosed for vour convenience. 
Thank you. 

Very truly yours, 

THE AUBURN COMPANY 
J. P. Auburn, Treasurer 

.DETACH HERE. 

January 12, 1952 

Jones and Jones, Certified Public Accountant j 


5 East Fourth Street 
Cincinnati, Ohio 

Gentlemen: 

Amount of loan to The Auburn Company. $10,000 

Date of loan . November 10, 1951 

Date due . February 10, 1952 

Collateral held . None 


Differences: 


(Signed) FOURTH NATIONAL BANK 


issued exclusively through a note broker, a confirmation from the broker is 
the only external evidence required of the amount of the notes outstanding. 
A note payable confirmation form is shown in Illustration 59- 

5. Examine Records for Note Renewals. The General Journal and the 
notes registers should be examined for evidences of renewed notes. A clue to 
renewed notes is obtainable by checking cash disbursements with the matu¬ 
rity dates indicated in the notes payable schedule of the preceding year’s 
audit. If notes are continuously renewed, the auditor should trace the com¬ 
plete history of the items and render full disclosure in the audit report, if 
warranted. 
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6. Inspect All Notes Paid during the Period. Notes fully paid during the 
period should be obtained by the auditor, and each paid note should be 
examined for the simultaneous issuance dates appearing on the notes and in 
the records. 

ILLUSTRATION. During this matching process, there was one note of 
110,000 with no corresponding record in the cash journals. The proceeds 
of the note had been credited to Sales; the payment of the note and the 
interest had been charged to Sales Returns; sales invoices and credit 
memoranda were in the files. The client company had issued unaudited 
interim financial statements and did not want to show a note payable. 

The auditor must determine that paid notes have been canceled, so that 
they cannot be re-used. In the normal situation a paid cheque or bank debit 
memo should support the canceled note. Signatures on paid notes should be 
compared with authorized signatures. 

If notes are not properly canceled, the auditor must be certain that the 
notes do not constitute a part of the ending balance, even though entries 
have been made charging Notes Payable and crediting Cash. 

7. Calculate Interest Accrued and Prepaid. Accrued interest must be 
verified from the last interest payment date—or the date of the note—to 
the end of the period under examination. When money is borrowed from 
banks and other financial institutions, either on direct loan or by discounting 
notes receivable, the financial institution may or may not deduct interest in 
advance. If interest is deducted in advance, the amount of the prepaid inter¬ 
est must be calculated from the balance sheet date to the note maturity date. 

8. Analyze Interest Expense Accounts. Interest expense accounts must 
be reconciled with calculated interest on notes payable, mortgages, bonds, 
and any other indebtedness and must be verified and traced to the disburse¬ 
ments records in order to determine the correctness and promptness of the 
interest payments. This examination may lead to the detection of unrecorded 
liabilities. 

9. Examine Note Payments Subsequent to the Balance Sheet Date. Sub¬ 
sequent to the balance sheet date and prior to the closing of the engagement, 
the auditor should compare note and interest payments with notes open at 
the balance sheet date in order to detect liabilities unrecorded at the balance 
sheet date. 

ILLUSTRATION. An audit was being made for the year ended December 
31, 1951. Under date of February 1, 1952, the auditor noted an interest 
payment to a creditor to whom a note was not shown as payable at De¬ 
cember 31, 1951. Further examination revealed that the interest was for 
three months—November and December of 1951 and January of 1952. 
Merchandise had been purchased by giving a note; no entry was made; 
and the goods had been included in the December 31, 1951, inventory. 

10. Determine Proper Classification. Notes and acceptances payable 
should be properly classified both in the ledger accounts and in the financial 
statements. Common classifications are as follows: 
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a) Notes payable to banks 
b ) Trade notes and acceptances payable 

c ) Notes payable to officers 

d) Notes payable to affiliated companies 

e) Currently maturing long-term obligations 

If any of these liabilities are secured by pledged assets, that fact should 
be stated parenthetically. 


ACCOUNTS PAYABLE 

The methods of accounting for accounts payable vary from no entry until 
an account is paid up to a satisfactory Invoice Register accompanied by the 
proper preparation of internal vouchers and the proper distribution of the 
invoices to the accounts to be charged. Subsidiary accounts payable ledgers 
may or may not be kept; a tickler file of payables may or may not be kept; 
after payment, individual invoices commonly are filed alphabetically by 
creditor. There is no uniformity of practice. The reader should refer to 
Chapter 6 for a review of the sample to be tested in a general audit. The 
scope of the examination of accounts payable is dependent upon the system 
of internal control and the accuracy indicated during the course of the audit. 
If the system of internal control over accounts payable is satisfactory, and if 
the number of open items is large, a test of from 15 to 20 per cent of the 
items is satisfactory. 

The system employed by the client for handling accounts or vouchers 
payable must be understood by the auditor. Some concerns use a subsidiary 
Creditors’ Ledger in connection with a voucher system, but the majority do 
not. Subsidiary ledgers are sometimes used in connection with a voucher 
system when purchases are numerous, when partial payments are commonly 
made, and when purchase returns take place after entry of the invoices. In 
general, voucher systems operate most effectively when these three condi¬ 
tions can be avoided. Some companies not using a voucher system enter 
their accounts payable in the control account only at the close of each fiscal 
period and reverse the entry as of the first day of the new period. Others 
prepare more frequent entries to the control account. Regardless of the 
details of the system, the auditor must be certain that open accounts payable 
are correctly shown, that liabilities unrecorded at the end of the period are 
brought into the records, and that liabilities applicable to the subsequent 
period do not appear at the balance sheet date. 

Audit Program for Accounts Payable 

The following audit program is presented for accounts payable. In some 
examinations, certain of the items may be combined. 

1. Prepare schedules of accounts payable. 

2. Compare scheduled trial balance with the balance of the controlling ac¬ 
count. 

3. Vouch credits and debits in accounts payable. 
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4. Examine statements of creditors. 

5. Confirm accounts payable. 

6. Examine debit balances in accounts payable. 

7. Investigate old unpaid items. 

8. Test invoices with receiving and stores records. 

9. Examine records of subsequent period. 

10. Examine invoice distribution. 

11. Examine discounts. 

12. Ascertain the liability for consigned merchandise. 

13. Examine for liability for purchase commitments. 

14. List separately amounts due officers, etc. 

The procedure to be followed for accounts payable are developed in the 
following subsections. 

1. Prepare Schedules of Accounts Payable. One working paper for ac¬ 
counts payable is shown in Illustration 60; another is shown in the Illustra¬ 
tive Audit. Working papers for accounts or vouchers payable can be made 
to assume innumerable physical forms. Each accountant ordinarily uses the 
form that is best applicable to the particular situation at hand. Accounts 
payable may be aged in a manner similar to that used in connection with 
accounts receivable, in which case the working paper must conform to such 
an analysis. 

Trade and non-trade accounts or vouchers payable should be separated 
in the schedule, in order to promote proper balance sheet classification. The 
auditor usually will have little difficulty in distinguishing between trade and 
non-trade items; a study of the needs of the business and of the vendors 
renders this distinction easy. 

A voucher system creates the mechanism whereby there is independent 
written authority for cash payments and all data for each purchase are 
brought together in one place. When a voucher system is used, all expense 
and asset acquisition invoices are entered in a Voucher Register. If a 
voucher system is in operation, the auditor must obtain or prepare his 
schedule showing all unpaid vouchers; and, if the list was prepared for 
him, he must check the items therein against the open vouchers and the un¬ 
canceled entries in the Voucher Register. If a voucher system is not used, and 
if the listing was prepared by the client, each item in the schedule must be 
compared with each individual subsidiary ledger account balance; and the 
lists must be footed. 

Adjustments must be considered in the light of their importance. Small 
amounts which have practically no effect upon the accounts may be ig¬ 
nored; material amounts must be adjusted. Good judgment and nicety of 
discrimination are necessary at all times. 

2. Compare Scheduled Trial Balance with the Balance of the Control¬ 
ling Account. The next step is to compare the total of the open items in 
the schedule with the controlling account balance. If the two are not in 
agreement, a search must be made for the discrepancy either by the auditor 
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or by the staff of the client. Just because the two are in agreement is no 
proof that errors do not exist. Only by comparing in detail every invoice 
with each individual account or voucher, by tracing each item to the 
Voucher Register or Purchase Journal, and by footing each record of origi¬ 
nal entry completely can the auditor be certain of the complete accuracy of 
agreement. However, this would constitute a detailed audit and is not a 
normal procedure. 

The question of the proof of the footing accuracy of each subsidiary ac¬ 
count payable ledger account and the footing procedure applicable to books 
of original entry is discussed briefly here, from the point of view of the 
amount of testing to be performed in accepting footing accuracy. The audi¬ 
tor should verify the footing accuracy of 10 per cent of the accounts payable 
ledger accounts, the selection to be made on the basis of a random sample 
or every tenth account. 

ILLUSTRATION. All accounts with a balance in excess of $500 may be 
selected, together with a random sample of others, so that the total 
sample is 10 per cent of the total accounts payable and at least 70 per 
cent of the total dollar amount. The accounts whose footing accuracy 
is proved should be ticked. All other accounts may be accepted unless 
the results of the test are not satisfactory. The test should be expanded 
to 100 per cent under the following conditions: 

a) If errors are too numerous to accept. 

b) If the number of the accounts payable is small. 

c) If the sum of the subsidiary account balances does not agree with 
the controlling account balance, and if the auditor (not the client) 
is to locate the errors. 

Books of original entry—invoice registers, voucher registers, and pur¬ 
chase journals—should be footed to the extent of at least three months’ 
transactions. Postings from these media to the control accounts should be 
traced for all months and the control account balance extracted. Postings to 
the subsidiary ledger accounts should be tested to the extent of 10 per cent 
of those postings. 

ILLUSTRATION. The auditor noted several postings to improper sub¬ 
sidiary accounts, and he also noted a large number of debit balances in 
his schedule of accounts payable. Investigation of correspondence 
showed that some creditors were reporting that incorrect amounts had 
been received, and others were complaining that their invoices were not 
being paid. A careless bookkeeper was responsible. 

In the event that a subsidiary Vouchers Payable Ledger is operated in 
conjunction with a voucher register system, the auditor also must reconcile 
the sum of the subsidiary accounts with the controlling account and must 
test the subsidiary account balances with the sum of the vouchers applicable 
to each creditor. Normally, howeve r a complete voucher system does not in- 
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corporate the use of a subsidiary ledger of formal accounts; the unpaid 
vouchers in each creditor’s tickler file constitutes the total due him. 

3. Vouch Credits and Debits in Accounts Payable . Tests must be made 
of the accuracy and genuineness of the accounts and internal vouchers by 
comparing them with original invoices received from vendors, and tests 
must be made of the accuracy of the invoices. In a general audit where the 
number of invoices is large, the vouching test should range from 10 to 16 
per cent of the items, provided that the percentage can be selected so that a 
reasonable amount of the dollar volume is covered. The invoices selected 
may be ( a) in accordance with the accounts selected for footing accuracy, 
( b) a block sample of two months’ transactions, (c) all invoices over a 
selected amount plus an additional number to equal the desired percentage 
test, or (d) 10 per cent to 16 per cent of the invoices of each creditor. 

The accuracy test of the invoices should be tested as follows: 

a) A comparison of the creditor’s name on the invoice with the name in the 
Voucher Register and the company internal voucher. 

b) A comparison of the invoice date with the date of entry; duplicate entries 
must be investigated completely, since there is no reason for them to exist. 

c) A comparison of the amount of the invoice with the internal voucher and 
the entry in the Voucher Register. 

d) Evidence of proof of invoice computations. 

e) A testing of prices. 

f) A testing of extensions. 

g) A testing of footings. 

h) A scrutiny for proper approval. 

i) A scrutiny for proper mutilation. 

Each invoice tested should be distinctively ticked to indicate its proof of 
accuracy and its vouching. If the over-all results of the test are not satisfac¬ 
tory, the test should be expanded beyond the 10 per cent to 16 per cent of 
test figures given above. 

In the event of discrepancies between invoices and the amounts entered 
in the accounts, the auditor should exercise all of his abilities to ascertain the 
causes of the differences. He must be satisfied. All unreconciled accounts 
should be separately scheduled and analyzed. The vouchers supporting the 
original invoices must be watched for proper approval for payment and for 
all properly authorized signatures. 

Debits to accounts payable normally arise in the cash disbursements rec¬ 
ords or in the returns records and should be vouched therefrom to the ac¬ 
counts. Debits from other sources should be investigated and understood. 

Situations may be discovered wherein cheques have been prepared and 
entered as charges to vouchers or accounts payable and as credits to Cash 
but have not been mailed at the balance sheet date. In such cases and ad¬ 
justing journal entry should be prepared reversing the original entry so that 
the true condition may be presented at the balance sheet date. Such entries, 
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accompanied by the non-mailing of the cheques, do not represent payments 
but are simply attempts to reduce payables for financial statement purposes. 

4. Examine Statements of Creditors. By comparing invoices and avail¬ 
able month-end statements with the account balances, the auditor may dis¬ 
cover omitted items. 

ILLUSTRATION. A vendor’s statement at the end of the month shows a 
balance due of $10,000, whereas available open invoices total only 
$4,000. The client’s accountant withheld $6,000 of invoices received 
on December 29 because the goods had not been received. 

In a situation such as that illustrated above, the principles indicated be¬ 
low should be followed: 

a ) If title has passed on the basis of shipping F.O.B. shipping point, wherein 
title has passed at the time of loading, the goods should be included in the 
in-transit inventory and the invoice in accounts payable. 

b) If title has not passed to the debtor client, neither the invoice nor the 
liability should be included; the item is a purchase commitment and 
should appear as a balance sheet footnote. 

In certain types of businesses, suppliers ship merchandise in advance of 
order or contract date and have no intention of billing the debtor until the 
proper date; in effect, the supplier is using the debtor’s quarters as a ware¬ 
house. Here again, if title to the merchandise has not passed to the debtor 
client, the liability for the goods should be omitted along with the omission 
from inventory. If title has passed to the client, the auditor should insist that 
the liability be recorded. In the possible event of bankruptcy the merchan¬ 
dise would become a receiver’s asset. Postdated invoices should be included 
in the payables, and the goods should be included in the inventory. 

In certain types of businesses, title to goods may have passed to the buyer 
under an F.O.B. shipping point contract, with the understanding that the 
goods will not be shipped until instructions are received from the buyer. In 
many such instances the buyer never actually receives the goods but has 
them shipped to another place or company. Although the buyer is not in 
actual physical possession, the goods belong to him and should be included 
in his payables. 

5. Confirm Accounts Payable. Although confirmation of accounts pay¬ 
able balances is not common, it is a growing practice and one that should be 
placed on the required list. At a minimum, confirmations should be re¬ 
quested for items that appear questionable or are not readily understood, for 
large items, for old items, and in all cases where internal control is not satis¬ 
factory. If collateral is given as security to accounts payable, the auditor 
must ascertain, by confirmation, the nature and value of the security held by 
the creditor. 

All creditors circularized should be listed on the working papers, and the 
replies should be compared with the accounts and ticked off. Discrepancies 
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should be reconciled. A confirmation form similar to that shown in Illustra¬ 
tion 59 may be used, rephrased as follows: 

Please confirm directly to our auditors, Jones and Jones, Certified Public Account¬ 
ants, amounts due you on open account, as of the close of business at December 
31, 1951, as follows: 


Amount on Dpen account, not due.$_ 

Amount on open account, past due. if_ 

Purchase commitments ... . $_ 


Security for open accounts___ __ 

One plan of confirming accounts payable is as follows: 

a) Examine all available creditors’ statements, and compare them with the 
account balances. 

b) Circularize a selected number of other creditors, requesting statements 
and/or confirmations. The selection may be as follows: 

(1) From the list of recorded accounts payable; and ^2) from an 
examination of the cash disbursements records, from which are 
selected regularly recurring vendor names which do not appear in 
the year-end open accounts payable. 

Closely allied in importance to the obtaining of confirmations of ac¬ 
counts payable is the liability certificate obtained from the client, shown in 
Illustration 63. 

Such a statement will not be signed by morally responsible executives 
unless it is true. Hesitancy to sign the statement is an indication that informa¬ 
tion is being withheld. In at least one state (Minnesota) the signing of a 
false statement of this nature constitutes a felony, and an injured creditor 
may hold the person signing it criminally liable. 

6. Examine Debit Balances in Accounts Payable. Debit balances in ac¬ 
counts payable must be investigated to determine the reason for the bal¬ 
ances; and, if they are material in amount, the debit balances in accounts 
payable should be shown among the current assets in the balance sheet, not 
as a reduction of accounts payable. If debit balances exist in accounts that 
are not current and active, the auditor should ask the client to write to the 
vendors and request either cash or merchandise. 

Debit balances in accounts payable frequently arise in retail organiza¬ 
tions handling a variety of small merchandise; the common cause of such a 
debit balance is the payment of an invoice followed by a partial return of 
goods. Debit balances in accounts payable may be the result of a debtor- 
creditor relationship wherein only one account is kept either in the Accounts 
Receivable Ledger or in the Accounts Payable Ledger, as a combination re¬ 
ceivable-payable. 

Occasionally, debit balances are the result of incorrect postings; or they 
may represent items that are not truly the result of liability reductions. For 
example, in some cases advances are made to creditors, either in conformity 
with a purchase contract or in order to finance the supplier; such advances 
are not debit balances of accounts payable but are separate assets. 
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ILLUSTRATION. The president of the X Company was given a blank 
company cheque which he carried to a machine-rool manufacturers* 
show; he issued the cheque in the amount of 45,000 to one of the dis¬ 
playing manufacturers. He instructed the bookkeeper to charge Ac¬ 
counts Payable and credit Cash for the $5,000, stating that the vendor 
company’s invoice would follow for the total price of $20,000. The 
situation should have been shown as a contract deposit, with the foot¬ 
note explanation of a $15,000 purchase commitment liability; or, if 
the contract had been closed, the Machinery account could have been 
charged for $20,000, Cash credited for $5,000, and Accounts Payable 
credited for $15,000. 

7. Investigate Old Unpaid Items. The accounts payable records should 
be examined for old unpaid items; the reasons for non-payment should be 
investigated. Frequently, disputes between debtor and creditor concerning 
allowances, returns, and discounts cause payables to remain unliquidated for 
long periods. The inspection of correspondence and the obtaining of con¬ 
firmation replies often will clarify many points and frequently will lead to 
the discovery that the recorded liability is not correct. Old unpaid vouchers 
might indicate payment by note without a record of the transaction having 
been made. 

Occasionally, accounts payable bear interest after the expiration of a 
specified time. The auditor must watch for such cases, direct the attention 
of the client to them, and ascertain that the interest is properly accrued. 

8. Test Invoices with Receiving and Stores Records. The purpose of 
comparing invoices with receiving records and stores records—especially 
for several days prior to the end of the period—is to ascertain that all liabili¬ 
ties are properly included for the period under examination. 

Invoices on hand at the end of the year but not recorded must be investi¬ 
gated to determine the reason for the lack of entry, and the auditor must 
be certain that the items purchased under the properly unentered invoices 
are not included in inventories. Investigation may prove that the unentered 
invoices should appear as entries for the period under review. 

To ascertain that all liabilities of this nature have been recorded, the 
auditor must examine purchase orders, invoices, receiving records, stores 
records, and monthly statements. Invoices must be compared with the pur¬ 
chase orders and with entries in the Voucher Register in order to ascertain 
that purchases made toward the close of the period have been properly en¬ 
tered. The liability for all goods received through the last day of the fiscal 
period should be recorded. Receiving and stores records should be examined 
to determine that liabilities for items on hand are properly included. In 
many cases, goods are received toward the close of the period, placed in 
stock, and the invoice not received until early in the subsequent period; the 
liability exists as of the close of the old period. 

Expense accounts must be examined to ascertain that all recurring ex¬ 
pense items—telephone, water, electricity, etc.—have been properly re- 
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corded at the end of the period. The records of the prior year must be ex¬ 
amined for similar accruals of recurring expense items in order to be certain 
that all expenses are on a twelve-month basis. The auditor should ask the 
client to obtain statements for legal and other professional services for 
which invoices have not been rendered at the close of the period. Auditing 
fees commonly do not accrue, except when continuous service is rendered. 
If continuous service is not featured, the auditing fees are considered an ex¬ 
pense of the period in which the work is performed and not of the period 
for which it is performed. 

9- Examine Records of Subsequent Period. At various points in this 
chapter the risk of failure to include all accounts payable has been indi¬ 
cated. Invoices, purchasing and voucher register records, receiving records, 
and cash disbursements records for the early part of the subsequent period 
must be examined to determine the period of proper inclusion of liabilities. 
Entries for the new year are examined to be certain that none of them be¬ 
long to the period under scrutiny. The longer the time intervening between 
the end of the accounting period and the audit, the better the chances of de¬ 
termining that all liabilities were recorded as of the end of the period under 
examination. Failure to include invoices in the proper period may be inten¬ 
tional or unintentional; but, regardless of the intention, this examination 
must be made. The data within the subsequent period to be examined are 
as follows: The cash disbursements records and the paid bills and unpaid 
bills files are examined for two or three weeks of the new period tD deter¬ 
mine to which period the invoices underlying the disbursements are appli¬ 
cable. To accomplish this, trace the cash disbursements to the original invoice 
data, and determine the applicability of the invoice. If an item included in 
the new period should have been in the period under examination, proper 
adjustments must be made; in these instances the auditor must watch care¬ 
fully to ascertain that—as a result of his adjustments—the items are not in¬ 
cluded twice, once in the period under review and once in the subsequent 
period. 

Credit memoranda entries should be examined and traced to the proper 
period. 

10. Examine Invoice Distribution. In order to conserve time and avoid 
duplication of work, it is advisable at the time of vouching to examine the 
distribution of invoices to the accounts to be charged. From the point of 
view of internal operations, it is important to ascertain that charges are 
made to the proper accounts. 

11. Examine Discounts . Cash discounts should be reviewed for accuracy 
of computation and handling and also for the possibilities afforded by their 
manipulation, as pointed out in Chapters 4, 6, and 8. If available cash dis¬ 
counts are not being taken, the auditor should confer with the client and 
point out the financial advantages of prompt invoice payment. 

Some companies show their accounts or vouchers payable gross; others 
carry them at net cost, that is, at the gross invoice price less available cash 
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discounts. Carrying the vouchers at their net cost is proper where the dis¬ 
counts are always taken or where it is desired to show the amount of the 
discount lost if a discount is not taken. The accounting method adopted by 
the client is satisfactory as long as it consistently conforms to acceptable prac¬ 
tice. However, from the point of view of control over available discounts 
and from the point of view of control over possible fraudulent manipula¬ 
tions, it is advisable to follow the method of recording invoices net and 
using a Discounts Lost account if the discount is not taken. 

12. Ascertain the Liability for Consigned Merchandise. For merchan¬ 
dise received on a consignment basis, consignment contracts and accounting 
records must be examined to determine the existence of unpaid and unre¬ 
corded liabilities for merchandise sold. The client may have omitted the 
liability, without intent to deceive, by entering a sale at full price but fail¬ 
ing to set up the liability to the consignor. Confirmation requests should be 
sent to all consignors and the consignment sales and the consigned goods 
inventory reconciled with the results of the confirmations. 

13. Examine for Liability for Purchase Commitments. Unfilled pur¬ 
chase commitments at the balance sheet date are not liabilities as of that 
date but will result in the acquisition of an asset and the assumption of a 
liability or the disbursement of cash at a future date. Although there is no 
effect on the balance sheet at the closing date, the immediate future effect 
might be detrimental in the event that assets—normally inventories—were 
received under the contracts when they were not needed because of changed 
business conditions. 

An examination of the Minutes Book of the board of directors, minutes 
of finance committee meetings, and purchasing department records fre¬ 
quently discloses purchase contract commitments. The contracts must be ex¬ 
amined to ascertain their total amount, to judge their reasonableness in the 
light of future requirements, and to determine that the client is not default¬ 
ing on the contract. Duplicate copies of placed purchase orders open at the 
end of the year which have been accepted by vendors must be examined, 
scheduled by items, priced, and totaled. 

If a sales contract offsets a purchase contract, and if the sales contract of¬ 
fers proper protection, and if that is the normal method of operating, no 
comment is necessary in the balance sheet; however, the audit report should 
point out the situation. If, at the balance sheet date, purchase commitments 
exceed offsetting sales contracts, or if it appears that the client is negotiating 
purchase orders in an excessive amount—that is, speculatively—the balance 
sheet should be appropriately footnoted. When the auditor discovers sales 
contracts and orders for future delivery which might be canceled because of 
declining market activity, or contracts that might result in sales at a loss be¬ 
cause of rising market prices, attention should be directed to the situation; 
in accordance with Accounting Research Bulletin No. 29, the market de¬ 
cline on a purchase commitment may result in a current liability. 

If purchase commitments without offsetting sales contracts are of normal 
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volume and not material in total, no mention need be made of the situation 
in the balance sheet; however, the audit report should set forth the commit¬ 
ments. Contracts frequently exist for the purchase or construction of fixed 
assets; in such cases a notation of the unpaid portion should be made in the 
balance sheet, since the effect in the near future will be a reduction of cur¬ 
rent assets if cash is used to settle the contract. 

14. List Separately Amounts Due Officers, etc. One purpose of the sepa¬ 
ration is to facilitate the proper preparation of the liability section of the 
balance sheet. Another purpose is to emphasize the necessity of investigat¬ 
ing amounts due personnel. Many items due official personnel may really be 
long-term—almost permanent—advances. The analysis of interest expense 
may offer a clue in this direction. 

Amounts due a director, stockholder, officer, or other employee should be 
directly confirmed for all items other than regular wages. Full notes should 
be prepared for each such item for possible inclusion in the audit report. 

ILLUSTRATION. A vendor requests a report on a client from a credit¬ 
rating agency. The report shows that the company owej the president 
$50,000 on open account. The vendor informs the company that unless 
the amount due the president is subordinated to its payables, addi¬ 
tional credit will not be extended. 

MISCELLANEOUS CURRENT LIABILITIES 

This section is devoted to several commonly found current liabilities, rep¬ 
resented by accrued expenses, amounts withheld from employees, unclaimed 
wages, dividends, and deposits. 

Accrued Expenses 

The audit of accrued expenses is important because it is necessary to rec¬ 
ognize all liabilities in the balance sheet and because all costs applicable 
to the current period must be properly set forth. Accrued expenses are 
classed as current liabilities because of their probable liquidation in the rela¬ 
tively near future. Bills rendered for unpaid services and merchandise must 
not be confused with accrued expenses; the former represent accounts pay¬ 
able. 

In auditing accrued expenses, care and accuracy must be exercised along 
with reasonableness. It is necessary at all times to produce accurate financial 
statements, but valuable time should not be wasted in checking minutely 
small items wherein a difference of a few cents or a few dollars will have no 
appreciable effect upon the statements. 

The audit program for each accrued expense is in some measure depend¬ 
ent upon the item. An effective method of determining an accrued expense 
is to analyze the expense accounts and reconcile them with the accrued por¬ 
tion. A suggested analysis form for the determination of accrued expenses 
appears in Illustration 62 . 

In addition, the auditor should refer to various records and documents for 
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original information concerning accruals. Some of the sources are the Min¬ 
utes Book, for salary agreements and annual compensation based on a per¬ 
centage of sales or profits; patent licenses and pending lawsuits, for accrued 
royalties; contracts, notes, and trust indentures, for interest accruals; voucher 
register entries made in the subsequent period, to determine if any were ac- 
cruable at the close of the preceding period; and applicable tax laws. If, in 
former periods, accruals have not been brought into the records, then ex¬ 
penses are overstated for the first period in which accrual recognition is 
granted. If it is material, the change should be mentioned in the audit re¬ 
port; or the former accruals should be charged to Retained Income. 

Accrued Salaries, Wages, and Commissions. If the end of the payroll 
period does not correspond with the fiscal closing date, wages, salaries, and 
commissions will have accrued. Accrued commissions should be verified 
from the accounts, from the reports of orders sent in by salesmen, and from 
existing commission schedules. Debit balances in commission accounts must 
be taken into consideration in arriving at the correct accrual of the liability. 
The total of the debit balances should not be offset against the total accrual, 
since many individual debit balances ultimately are charged out to expense. 

If, in connection with company policy or with the provisions of a union 
contract, vacation pay is accrued on the books by charges spread throughout 
the year, the vacation pay charges must be reviewed by making sufficient 
tests to satisfy the auditor of their accuracy. 

Accrued Interest. Accrued interest is more efficiently verified during the 
course of the examination of the interest expense accounts or during the 
course of the examination of the principal obligation giving rise to the in¬ 
terest. In accruing interest, the practice of using the 360-day method is com¬ 
mon. The auditor must examine minutes records for interest data on loans 
from officers. He must also be familiar with interest provisions on overdue 
accounts payable and overdue taxes. 

If special bank accounts are maintained from which to pay bond interest 
coupons, those bank accounts should be confirmed and reconciled. Unpaid 
interest coupons may or may not be set up as a liability. 

Accrued Taxes. Accrued federal income taxes and state income taxes are 
determined after arriving at the periodic net taxable profit. It must be re¬ 
membered that the net profit as shown by the income statement is not neces¬ 
sarily the taxable net profit. The year-end accrual can be accurately deter¬ 
mined, subject to review and approval by the Treasury Department. In an 
initial engagement the auditor should review copies of returns that have not 
been outlawed by the statute of limitations; he should create reserves for 
possible additional tax assessments when necessary, or a footnote should be 
appended to the balance sheet indicating the possible additional assess¬ 
ments. 

Federal excise taxes are levied on the price or cost of the item sold or 
manufactured and should be accrued in accordance with the provisions of 
the law applicable to each tax. 
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Illustration 61 

WARSAW COMPANY 
Accrued Taxes 

(General Ledger Account for Illustration 62) 


Date 

Refer¬ 

ence 

Explanation 

Debit 

Credit 

Balance 

1950 






March 31 

V 

Balance 



$ B,900 

April 

CD 

Last half, New York franchise tax, year 






ended 3-31-49 

$ 600 




JV 

Provision 


$3,000 


May 

CD 

Personal property, California 

300 




CD 

First half, Hamilton County personal 






property tax, 1950 

9,100 




JV 

Provision 


3,000 


June 

CD 

New York excise tax, 1951 

100 




CD 

California franchise tax, first half, 1951 

2,700 




CD 

First half, Hamilton County real-estate tax 

1,600 




CD 

Ohio franchise tax, 1950 

3,300 




JV 

Provision 


3,000 


Ju!y 

CD 

New York franchise tax, first half, 1951 

1,200 




JV 

Provision 


3,000 


August 

CD 

District of Columbia corporation tax, 1950 

700 




JV 

Provision 


3,000 


September 

CD 

Second half, Hamilton County personal 






property tax 

9,100 



September, 






October, 






N ovem- 






ber 

JV 

Provision 


9,000 


December 

CD 

California franchise tax, second half, 1951 

2,700 




CD 

District of Columbia license fee 

100 




JV 

Provision 


3,000 


1951 






January 

CD 

New York franchise tax, second half, 1951 

1,000 




JV 

Provision 


3,000 


February 

CD 

Hamilton County real-estate tax, second 






half 

1,B00 




JV 

Provision 


3,000 


March 

JV 

Provision 


3,000 

10,000 


Accrued social security taxes and the amounts withheld from employees 
for both social security and income taxes must be shown as current liabili¬ 
ties. The auditing procedure is to verify the mathematical correctness of the 
taxes and the accruals and of the amounts withheld from employees, using 
payroll records and the personal history records. Adequate payroll records 
are vitally necessary to the correct computation of the taxes and to the re¬ 
conciliation of the related liabilities. 

Real-estate and personal property taxes tend to remain fairly constant; 
fluctuations in amounts are caused by changes in tax rates, changes in assess¬ 
ment values, and sales and purchases of the properties involved. Reference 
to former tax bills and receipts, the verification of the assessed tax, and an 
estimate of contemplated tax rate changes provide the data from which the 
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Illustration 62 


WARSAW COMPANY 
Schedule of Accrued Taxes 
March 31, 1951 


Explanation 

Accrued 

3-31-50 

Expense 

Date 

Amount 

Accrued 

Remarks 

Hamilton County per- 







sonal property tax 



5-29-50 

9,100 



1950 

4,500 

13,700 

9-10-50 

9,100 



1951 


6,000 



6,000 

One-quarter csti- 







mate fur 1951 

Real-estate tax 







1949 

1,600 


6-20-50 

1,600 



1950 

BOO 

2,800 

2-10-51 

1,B00 

l,B0O 


1951 


900 



900 

One-quarter year. 







1951 

Ohio franchise tax 







1950 

BOO 

2,500 

6-20-50 

3,300 



1951 


1,000 



1,000 

One-quarter year, 







1951 




4-16-50 

600 



New York franchise tax 

6,000 

2,200 

7-2-50 

1,200 






1-14-51 

1,000 



New York gross receipts 







tax 


100 

6-14-50 

100 



California franchise tax 


5,400 

12-3-50 

2,700 






6-14-50 

2,700 



Los Angeles personal 







properry tax 

1950 

200 

100 

5-28-50 

300 



1951 

District of Columbia cor¬ 


300 



300 

Year ended 3-31-51 

poration tax 

1950 

400 

3 DO 

8-2-50 

700 



1951 


700 



700 

Year ended 3-31-51 

License fee 

Illinois personal property 


100 

12-5-50 

100 



rax 


300 



300 

Year ended 3-31-51 


8,900 

36,400 


34,300 

11,000 


Provision per books 


36,000 





Adjusting journal entry 


400 













accrual may be estimated. Real and personal property taxes are levied as of 
a certain date; however, a business organization should accrue the taxes over 
the intervals between assessment dates. (See Illustrations 6l and 62.) 

Accrued Royalties. In examining royalty contracts and licensing agree¬ 
ments, the auditor must ascertain whether the instrument is a royalty ar¬ 
rangement or a contract to purchase. If it is a contract to purchase, the asset 
price should be set up in the accounts; and the remaining liability should 
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also be set up, together with the entries for amortization of the gross cost. In 
cases of this nature the payments are not expense charges but liability re¬ 
ductions. 

For royalties based on sales, sales records must be verified and the royalty 
expense and accrual verified by computation of the royalty costs applicable 
under the terms of the contracts. 

For royalties based on production, production records and rental or lease 
agreements must be examined to determine the correctness of the royalty 
expense and the amount accrued. For this type of royalty, it is advisable to 
obtain from the lessors of the machinery or patents confirmations of the 
amounts of the royalties in accordance with the terms of the agreements. 
These confirmations may disclose differences in interpretation of the royalty 
contracts. 

Amounts Withheld 

Amounts withheld from employees and others are the result of laws and 
various private agreements. The employer or paying concern is charged with 
the responsibility of withholding certain amounts from the employees and 
other payees and of remitting to the proper authority or organization speci¬ 
fied under the terms of the agreement. The auditor must review the provi¬ 
sions for withholding and investigate the amounts withheld for accuracy 
under the terms of the applicable law or agreement. Tax returns filed with 
the proper tax authority and reports filed with other applicable payees must 
be examined, the propriety of the amounts reasonably tested, and the entries 
traced to the proper accounts. 

Dividends 

Declared dividends are a direct liability of the issuing corporation. It is 
not proper to show undeclared cumulative dividends as a liability or as a 
reserve, because the dividend has not been declared and a liability does not 
exist. It is permissible to show the accumulation as a balance sheet footnote 
or to segregate the amount in the proprietorship section as "retained income 
required for unpaid cumulative dividends." 

In order to determine the liability for dividends payable at the balance 
sheet date, the auditor should review the Minutes Book for all dividend ac¬ 
tions. In connection with dividends, he must be certain that declared divi¬ 
dends are in accordance with statute, charter, and bylaws; otherwise, legal 
liability may result. He should be familiar with the procedure employed for 
stock dividends, scrip dividends, and dividends paid in all assets other than 
cash. Stock dividends payable are not a current liability but belong in the 
proprietorship section. In connection with dividends in wasting-asset indus¬ 
tries, the auditor must be certain that dividends are out of income and not 
out of permanent capital, or that stockholders are being informed of the re¬ 
turn of their investment. Small companies often disregard requirements of 
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law to the effect that dividends, to be legal, must be declared by the board 
of directors. When proper action has not been taken, the attention of the 
client should be directed to the matter, in order that appropriate action may 
be written into the minutes as of a prior date and the action verified by the 
directors. 

Unclaimed Dividends. It frequently happens that declared dividends are 
unclaimed because of inability to locate a stockholder, thus leaving a lia¬ 
bility on the books of the corporation. At the same time, if a special divi¬ 
dend bank account exists, a balance will remain in it. In order to discover 
fraud, examination must be made for unauthorized withdrawals from the 
fund. Good judgment must be used concerning the period for which un¬ 
claimed dividends are allowed to stand before being written off to a reserve 
or to proprietorship. If a dividend bank account is employed, the unclaimed 
balance is returned to general cash at the time the unclaimed dividends are 
written off. 

Corporations with many stockholders commonly employ a fiscal agent— 
a dividend disbursing agent—to prepare and mail dividend cheques to the 
stockholders. In general, the corporation fulfills all of its legal obligations 
at the time it turns over to the agent the funds necessary to pay the divi¬ 
dends. Therefore, the auditor is not concerned with unclaimed dividend 
cheques, which are obligations of the agent. However, the auditor should 
confirm the amount of the unclaimed dividends; and he should investigate 
to determine that the agent periodically remits to the corporation the 
amounts no longer necessary because of expiration under the statue of limi¬ 
tations. 

Unclaimed Wages 

The audiror should investigate the opportunities for fraud; report upon 
any inadequacy in the system; and, by examining payroll records, be certain 
that the charges represent authorized payments. Unclaimed wages, either 
cheques or currency, should be deposited in the bank and an Unclaimed 
Wage liability account credited. If, after a reasonable time, it appears that 
the wages will not be claimed, the liability may be transferred to income 
provided the laws of the state do not require that unclaimed wages revert 
to it. 

Bonds and Mortgages Currently Payable 

Bonds and mortgages maturing within one year should be removed from 
their usual classification of fixed liabilities into the current liability group 
unless refinancing has been arranged, unless a sinking fund exists, or unless 
the fixed liability section of the balance sheet separately sets forth the current 
portion of the obligation. If there is a sinking fund, an amount of the bonds 
equal to the sinking fund should remain in the fixed liability classification. 
The auditing procedure is considered in Chapter 19 in connection with fixed 
liabilities. 
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Credit Balances in Accounts Receivable 

Credit balances in accounts receivable should be shown among the cur¬ 
rent liabilities, if material, and are audited at the same time as the accounts 
receivable. Credit balances of receivables are not set up in the current lia¬ 
bility section of the General Ledger and are not transferred to the subsidiary 
Accounts Payable Ledger; they are simply segregated for balance sheet pur¬ 
poses. 

Deposits 

Companies frequently receive deposits of money from customers and 
from employees; the depositary company is liable for all such sums re¬ 
ceived. Examples of commonly found compulsory deposits are those re¬ 
quired from employees for lockers, keys, and tools; those required from 
customers for containers and meters; and so on. Certain deposits are of a 
voluntary nature, occurring when employees deposit money periodically for 
the ultimate purchase of stock of the company, when salesmen deposit 
money for the purchase of a new automobile, when amounts are withheld 
from employees’ wages for the purchase of bonds, or when the employees 
save money by depositing a sum periodically with the company which acts 
as a depositary in order to encourage savings. In examining deposits, the 
method employed to care for the deposits must be ascertained and each de¬ 
posit audited by verifying the amounts received by the company with the 
balances shown by the deposit liability accounts. If passbooks or receipts 
held by depositors are easily obtainable, they should be compared with book 
accounts in order to verify balances. In many instances, deposits are never 
claimed, with the result that the deposit liability accounts tend to be over¬ 
stated rather than understated. The estimated unclaimed balances should be 
transferred to a reserve or to income in order to prevent an overstatement 
of liabilities, provided this procedure is permissible under state laws. If the 
unclaimed deposits are for tangible assets such as containers, the proper as¬ 
set accounts must be reduced correspondingly. • 

DEFERRED CREDITS TO INCOME 

A deferred credit to income is income or revenue that has been received 
but not earned at the end of the accounting period. Normally, deferred cred¬ 
its to income represent liabilities for services to be performed in the future 
and require only the passage of time to convert to income. This is in contrast 
to current liabilities which will require the outlay of current assets at a fu¬ 
ture date. The auditor must familiarize himself with the class of account— 
income or liability—credited upon receipt of the advance revenue, so that 
he may correctly determine the earned and unearned portions. The un¬ 
earned portion is treated as a liability at the balance sheet date. When the 
income has been earned, the liability no longer exists; and a transfer is made 
to the proper income account. 
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The objective of the auditor is twofold: (1) to ascertain that deferred 
credits are correctly stated and (2) to ascertain that income has been al¬ 
lotted to the period in which it was earned. The following are commonly 
found deferred credits to income: (1) unamortized bond premium; (2) de¬ 
ferred income from (a) tickets, ( b ) coupons, ( c) rent, ( d) subscriptions, 
and ( e) interest; (3) deferred gross profit on installment sales; (4) col¬ 
lection in advance on contracts; and (5) collection in advance on sales. 

Unamortized Bond Premium 

Premiums received upon the issuance of bonds should be prorated over 
the life of the bonds as a credit to Bond Interest. The auditor must verify 
the annual credit to Bond Interest arising from this source. Some companies 
follow the policy of charging issuing expenses against the premium account, in 
which case the amount to be amortized will be reduced. When bonds origi¬ 
nally sold at a premium are retired at a date preceding maturity, the remain¬ 
ing unamortizcd premium, less any redemption premium, should be taken 
into income in the year of retirement. If the bonds are refunded before ma¬ 
turity, the remaining unamortized portion of the premium may be (a) cred¬ 
ited to income in the year of retirement, ( b) prorated over the life of the 
new bond issue as a credit to Bond Interest, or ( c) prorated over the re¬ 
maining life of the refunded issue just as though refunding had not oc¬ 
curred. For a more complete discussion of this problem, see Chapter 19. 

Redeemable Tickets and Coupons 

Most tickets and coupons are easily negotiable; and the auditor should 
insist upon a procedure that will result in the mutilation of presented tickets 
and coupons, so that they cannot be resubmitted for collection. All amounts 
collected in advance should be shown as deferred credits to income. The ac¬ 
countant should ascertain the number of tickets or coupons printed during 
the period, verify the tickets and coupons redeemed during the period, and 
verify the inventory of the unsold items. If a record of tickets sold is avail¬ 
able, it must be verified to ascertain the amount of money received or ac¬ 
counts receivable incurred. Tickets used represent income for the period and, 
when subtracted from the total amount sold, result in the income received 
but not earned. If tickets and coupons are loosely handled, the detail of the 
examination must be more extensive than if there is a satisfactory system of 
accounting for them. If the method of accounting for income from these 
sources is inadequate, the situation should be discussed in the detailed audit 
report. Deferred credits for tickets and coupons and similar items may have 
a tendency to grow, caused by a normal amount of loss and a normal 
amount of items which the purchaser or receiver will never present for serv¬ 
ices or merchandise. The auditor must be reasonable—but rigid—in this di¬ 
rection; and, in the light of a normal percentage of claims and redemptions 
over several periods, he should be able to estimate quite accurately the 
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amounts that in all probability will remain unredeemed and transfer them 
to income. 

Concerns crediting an amount to deferred income for premiums given 
when a sale is made normally have outstanding a larger percentage of 
unredeemed tickets and coupons than do amusement companies or trans¬ 
portation companies, for example. Over a period of time the amounts out¬ 
standing at the end of a fiscal period should bear a rather constant percentage 
relationship to the number of tickets or coupons sold or given away. 

Rent Received in Advance 

Rent received in advance should be verified by determination of the 
rental period and by analysis of each Rental Income or Deferred Rent ac¬ 
count. Rental leases and agreements must be examined to determine rental 
periods and must be compared with the cash receipts records in order to 
prorate the cash received between income and the deferred credit to income. 
The advance payment should be confirmed directly to the auditor. If a 
lump-sum original deposit exists, it must be prorated between income and 
the deferred credit to income. 

Subscriptions 

Subscriptions are received primarily by publishing companies dealing in 
periodicals. The subscription records or the accounts with the individual sub¬ 
scribers should be examined by totaling the advance subscriptions to deter¬ 
mine the unearned subscriptions received. The total cash received, as indi¬ 
cated by the detail of the subscription records, should be compared with the 
total charges from that source to the general ledger Cash account. 

Interest Received in Advance 

Interest income received in advance is not of great importance to the ma¬ 
jority of commercial and manufacturing companies but is an extremely im¬ 
portant item to loan companies and to banks. The period of the loan must 
be determined to ascertain that the creditor has correctly determined in¬ 
come earned during the current period (a) on the loans made during the 
current period which are repayable at some date after the close of the period 
and ( b ) on loans made in a prior period but which are still unpaid at the 
beginning of the current period. 

Deferred Cross Profit on Installment Sales 

Dealers selling on the installment plan may elect to carry forward as a 
deferred credit the gross profit on the uncollected portion of the sales made 
in any one period. This is desirable because of the possibility of large 
amounts of uncollectible installment accounts receivable and because of the 
continued cost of collection. In the year in which the collection is made, the 
gross profit percentage figure for the year in which the sale was made is 
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applied to the collections, and the deferred credit is transferred out of the 
Deferred Gross Profit on Installment Sales account to the correct current 
profit and loss account. 

Collection in Advance on Contracts 

Collection in advance on contracts on which no work has been performed 
results in a deferred credit which should be verified by reference to the con¬ 
tracts and the cash received under the contracts. When collections have been 
received on partially completed contracts, the proper determination of the 
amount earned will logically result in showing the unearned amount as a 
deferred credit to income or as a current liability. The auditor must analyze 
each contract; and, if a loss has been incurred, and if the amounts spent on 
production under the contract are shown as a current asset, then the deferred 
credits account should be removed by a charge to the deferred income ac¬ 
count and a credit to the asset. 

Collection in Advance on Sales 

Collections on sales for future delivery, like collections on contracts for 
construction, should be treated as current liabilities if the materials to be 
delivered are included in current assets. Normally, this is not the case; and 
a deferred credit to income exists. Contracts and correspondence must be ex¬ 
amined, inquiry must be made as to sales arrangements, and accounts re¬ 
ceivable must be investigated for credit entries which precede debit entries. 

Balance Sheet Presentation of Deferred Credits 

Short-term deferred credits may be shown in the current liability section 
of the balance sheet, or they may be shown separately classified. Long-term 
deferred credits to income, such as unamortized borld premium, should be 
shown separately or in the fixed liability section and should never be classed 
with the short-term—current—deferred credits. 

CONTINGENT LIABILITIES 

A contingent liability is a possible future debt which is the result of a 
past act or of a possible future act. There is no actual liability of determi¬ 
nable amount at the balance sheet date. If the auditor permits the omission 
of contingent liabilities at the end of a fiscal period, he is remiss in his duties, 
since he is failing to point out the conditions under which possible liabilities 
may develop as a result of prior or subsequent acts. The financial condition 
of a company may be just as seriously affected by liabilities of a contingent 
nature as by liabilities of a real and existent nature. Extreme caution often 
is necessary in order to uncover contingent liabilities. Many of the footnotes 
appearing on financial statements and the prevalence of reserves for con¬ 
tingencies constitute ready evidence of the significance of the problem of 
contingent liabilities. 

Contingent liabilities are of two general classes, as follows: 
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1. Possible direct financial obligations which arc still unsettled as to the cer¬ 
tainty of a liability and the amount. These usually arise from the follow¬ 
ing: 

a) Litigation involving patents, trademarks, copyright infringement suits, 
and breaches of contract. 

b) Existence of future delivery contracts. 

c) Claims. 

d) Guaranties of products. 

e) Sales of mortgaged properties. 

2. Secondary obligations, wherein no liability will exist unless a primary 
obliger fails in the liquidation of a liability. These usually arise from the 
following: 

a) Discounting of notes receivable. 

b) Endorsement of notes. 

c) Unused balances of outstanding letters of credit. 

d) Guaranties of obligations of others. 

Often, contingent liabilities are difficult to determine because evidence of 
their existence does not appear in the accounts or elsewhere. There are many 
additional contingent liabilities over those listed above, but the ones listed 
are most commonly encountered. The auditing procedure for contingent lia¬ 
bilities is directed primarily toward the detection of the items. 

Audit Program for Contingent Liabilities 

The following audit program is presented for contingent liabilities. 

1. Examine the minutes of meetings of the board of directors and of special 
committees for information concerning contingent liabilities. 

2. Examine purchase contracts, sales contracts, lease agreements, correspond¬ 
ence, and invoices for professional services. 

3. Request the attorney for the client to supply information on possible losses 
from pending lawsuits. 

4. List information taken from bank confirmations for notes receivable dis¬ 
counted. 

3. Through conversation with employees and others, be alert to clues to pos¬ 
sible contingent liabilities. 

The Minutes Book of the board of directors and the minutes of special 
committees are always an excellent source of information for the detection 
of contingent liabilities. Special attention should be directed to contracts for 
the purchase and sale of unusual or non-recurring items and to leases. Au¬ 
thorized commitments for the expansion of plant and plant facilities should 
be investigated, together with all contracts made in connection with these 
items. If commitments for plant expansion are material in amount, a sched¬ 
ule should be prepared for inclusion in the audit report, setting forth such 
data as the authorized expenditure, the amount completed at the date of the 
examination, and the balance of the uncompleted authorization. 

The examination of purchase contracts, sales contracts, lease agreements, 
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and invoices for professional services often discloses contingent liabilities. 
In the event of the existence of contracts for future purchases, it may be that 
prices are falling at the balance sheet date, and the client may be contem¬ 
plating the breaking of a contract, which may give rise to a suit for breach 
of contract. Any possibility of such liability should be set forth. 

Product and other guaranties often exist which may result ultimately in 
a real liability, the contingency for which must be recognized as early as 
possible. Product quality, performance, and service guaranties may be con¬ 
sidered as real rather than as contingent liabilities. In the case of dealers in 
household appliances, it is customary to set aside a portion of the sales price 
as a reserve for' service and repairs. The working papers of the auditor 
should set forth an analysis of the conditions under which sales are made, 
together with an indication of the extent of the existence of these real or 
contingent liabilities. 

The client’s attorney should be requested to supply information concern¬ 
ing possible losses from pending lawsuits—and the possibility of contem¬ 
plated lawsuits. In all cases of contingent liabilities involving litigation, the 
final judgment has not been rendered, or appeal from judgment is contem¬ 
plated. If the judgment were final, the liability would be direct and not con¬ 
tingent. In cases of this nature, where the judgment is not final, the 
contingent liability should be liberally estimated after conferring with the 
client and the attorneys. Occasionally, clients do not wish to show contin¬ 
gent liabilities of this nature in the balance sheet because of final judgment 
to be rendered or because of interpretation by other parties to the litigation 
that recognition of the existence of the contingency may be at least a partial 
admission of the loss of the case. At all times, full disclosure should be made 
of every known contingency in accordance with generally accepted methods 
of statement presentation. 

If real property subject to a mortgage has been sold, and if the purchaser 
did not assume the mortgage, the seller may become liable for a deficiency 
judgment in the event that the mortgagee forecloses and the amount real¬ 
ized is insufficient to cover the loan. 

Many contingent liabilities are revealed from routine steps applicable to 
every audit. Notes receivable and trade acceptances may be discounted, with 
the possibility that the primary obligor may fail to liquidate his indebted¬ 
ness. If notes and acceptances and drafts are properly handled on the books 
of account, the contingent liability will be automatically shown as notes re¬ 
ceivable discounted. Endorsements are often made on notes of affiliated or 
other companies, either for the benefit of the endorser or as an accommoda¬ 
tion to a third party. In the event of an accommodation endorsement, the 
contingent liability should be shown on the balance sheet of the accom¬ 
modation endorser as a footnote. Normally, no record exists of accommoda¬ 
tion endorsements; and they are difficult to detect. Therefore, the auditor 
should request a liability certificate stating the amount and nature of all 
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contingent liabilities not recorded. If the accommodation endorser has taken 
up the instrument, a charge to Accounts Receivable or to Notes Receivable 
should appear, with an offsetting credit to Cash. An examination of cash 
disbursements showing charges to Notes Receivable or to Accounts Re¬ 
ceivable should serve as a warning of such a transaction. Full provision 
should be made in the allowance for bad debts for the possibility of non¬ 
collection. 

Foreign drafts are often unpaid at the balance sheet date; and, if the for¬ 
eign importer does not honor the bank draft, the domestic exporter who 
drew the draft will become liable to the bank to which the draft was sold. 
Accounts receivable may be pledged or assigned, in which case the assignor 
will be liable in the event of non-payment by the original debtor. In certain 
industries, it is customary to guarantee for subsidiary companies the payment 
of bond principal, bond interest, and dividends on stock; in such instances 
a possible liability exists. In the event of a direct financial obligation of an 
indeterminate amount or in the event of a secondary obligation of a deter¬ 
minate amount, there is a possibility of the development of a specific lia¬ 
bility; and the auditor must present such conditions either in the financial 
statements or as attached footnotes if it is impossible to incorporate them in 
the statements. 

If accommodation notes have been exchanged in order to assist one of the 
parties to the exchange, it is important that the auditor discover this trans¬ 
action. In many instances, these accommodation exchanges are not recorded 
on the books of the accommodating party, who normally does not discount 
the note he received; in such an instance the note received in exchange will 
not be presented to the auditor for his examination, and it is necessary that 
the liability certificate indicate the existence of a liability of this nature. 

The auditor should question responsible officials and other personnel as 
to the existence of contingent liabilities and unrecorded liabilities. The client 
must be impressed with the importance of these questions; otherwise, the 
existence of contingent liabilities may not be revealed voluntarily. These 
failures to disclose contingent liabilities may be due not to unwillingness 
but to a lack of understanding of proper financial statement preparation. 

Ba/crnce Sheet Presentation of Contingent Liabilities 

The financial statement presentation of contingent liabilities often pre¬ 
sents rather difficult problems. If a reserve for contingencies is set up by 
action of the board of directors, it should appear in the proprietorship sec¬ 
tion of the balance sheet. The generally approved method of presenting 
contingent liabilities which probably will not become actual liabilities is to 
append a footnote to the balance sheet. In those cases where it is possible to 
measure fairly accurately the amount of a possible additional liability, as 
exemplified by an additional tax liability or a contract adjustment, a definite 
provision for the possible liability should appear in the balance sheet proper. 



496 » AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 18 


Liability Certificate 

In order that the auditor may adequately protect himself from criticism 
and at the same time protect creditors and stockholders, a certification of the 
liabilities should be obtained in which responsible company executives cer¬ 
tify that the liabilities shown in the balance sheet constitute all the known 
liabilities of the company. Some auditors prefer one certificate for all direct 
liabilities and another for contingent liabilities; others prefer that the cer¬ 
tificate cover all liabilities. The last-mentioned certificate is best, because it 
is all-inclusive. The accountant must reali 2 e, however, that a liability cer¬ 
tificate does not'relieve him of the responsibility to do everything possible 
to ascertain that all the liabilities are correctly displayed. A liability certifi- 

lllustratton 63 


LIABILITY CERTIFICATE 

Date_ 

A and B 

Certified Public Accountants • 

GENTLEMrN 

In connection with your annual audit of our records for the year ended December 
31, 1951, we certify that to the best of our knowledge 

1 All liabilities have been recorded in the accounts, including all items in transit 
for which we had been billed and to which we had title 

2. No contingent liabilities except as noted below existed at December 31, 1951, 
in the form of 

a ) Endorsement of the paper of others 

b) Lawsuits 

c) Financial commitments not in the regular course ctf ordinary business 

d) There are no purchase commitments, except as noted, for materials at prices 
in excess of current market quotations Dr for quantities in excess of normal 
requirements 

3. There are no subordinations of liabilities 

4 Except as follows, none of the company assets were pledged or hypothecated as 
liability security 

5 The contracts for construction and/or purchase of fixed assets amount to 

$ _ 

6 There are no unused balances of letter of credit outstanding, except as follows - 


I P T ' lrT " ' ' —mm .1 1 11 1 11 111 1 11 1 1 iM i iiiMiiMBiiiHMini 



President 


Treasurer 
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cate is shown in Illustration 63. The liability certificate is not attached to 
the balance sheet but is retained as a part of the permanent working papers 
accumulated during the audit; and it may be referred to in the audit report. 

Standards No. 21, No. 22, and No. 23 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standards are presented for current liabilities, deferred 
credits to income, and contingent liabilities: 

No. 21: Current Liabilities. "The auditor must obtain satisfactory evi¬ 
dence that all current liabilities reflected in the accounts are due bona fide 
creditors and that unrecorded liabilities do not exist.” 

No. 22: Deferred Credits to Income. "The auditor must ascertain that 
all deferred income items are allocable to future periods and operations and 
that their amortization conforms with accepted accounting principles.” 

No. 23: Contingent Liabilities. "By inquiry and other means, the auditor 
must ascertain the nature and extent of all contingent liabilities; and he 
must determine that proper disclosure thereof has been made in the financial 
statements, in accordance with the materiality of the item.” 

Internal Control Questionnaire for Current Liabilities 

The internal control questionnaire for current liabilities is presented in 
Illustration 64. 


QUESTIONS AND PROBLEMS 

1. In outline form, state the procedure you would follow for a complete verifica¬ 
tion of notes payable. 

2. Of what value is the Interest Expense account in the examination of notes 
payable? 

3. During the examination of the records of the Parchman Company, you dis¬ 
covered that three notes receivable had been discounted. 

Note 1, $15,000: It is expecred that this note will be paid at maturity. 

Note 2, $10,000: This note may or may not be paid at maturity. 

Note 3, $ 5,000: It is expected that this note will not be paid at maturity. 

On the balance sheet of the Parchman Company, how would you show 
each of the three notes? 

4. The Lion Company is a subsidiary of the Maple Company. The Lion Com¬ 
pany has <450,000 of notes payable outstanding at December 31, 1951, due 
on January 15, 1952. You started your audit of the Lion Company on Feb¬ 
ruary 1, 1952, for the year ended December 31, 1951. You learned that the 
Lion Company has filed application to issue $500,000 of common stock on 
January 15, 1952, the due date of the notes to the Maple Company. On 
January 15, 1952, permission had not been granted; but there is no doubt 
of the approval of the issue. On January 15, 1952, the Lion Company bor¬ 
rowed $200,000 from the Maple Company and used $250,000 of its own 
total cash of $350,000 to pay off the $450,000 of notes payable. You were 
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INTERNAL CONTROL QUESTIONNAIRE 

Current Liabilities 


■-=- . 

Ye. 

No 

Not 

Applica' [c 





Notes Payable 


- 


1 Doe. the board of director, or other appropriate committee au- 



thorizc borrowing on note.? 




2 Do the record, of the board or appropriate committee Bpecify the 




institution, from which money may be borrowed? 



3 Do the record, of the board or appropriate committee designate 




the officer, authorized to sign note? 


- ' 


4 Do the records of the board or appropriate committee set forth a 



maximum iinount which the ofhcerB referred to in Que.tion 3, 



above may borrow? 



5 Arc n tc. payable recorded in a Note Register or other organized 


- 

record winch .how. 


a) l be amount of the note? 



b ) Maturity dale? 



r) Interest date.? 




d) Amount, paid on 




(1) Principal? 




(2) Interest? 




6 Are proper reci rd. maintained for collateral pledged aB loan ic 




i urily? 




7 Doe. the client pr perly meet it. obligation, at maturity? 


— 


H An detailed m te records reconciled with thi. controlling account 



at frequent interval.? 




9 Arc paid notes retained? 




10 Are paid note, properly canceled? 








Acciunt Payable 




1 Are subsidiary accounts piydble rri ords (or unpaid vouchers) 




reconciled with the controlling atuunl at frequent intervals? 




2 Are vend rs invoices checked for accuracy pri r to entry? 




1 Arc vend irs’ statement, compared with recorded accounts pay dble? 




4 Are accounts payal le adjustments properly approved? 




S Are debit balances in account, payable pr perly revitwrd? 




6 Are open account, payable secured? 




7 Are accrued expense, properly brought inti the records? 








Deferred Credits to Income 




1 Are all cash receipts entered when received? 




2 Are all coupon, merchandise order, etc serially numbered and 




properly contrilled? 




3 Are used items in Question 2 prcperlv canceled? 




4 Are bond issue premiums properly amortized? 








Contingent Liabilities 




1 Ddcb the client properly reel rd possible liability for 




a) Fndorser on noteB receivable? 




b ) Pndir.er on accommodation note? 




r) Product guaranties? 




d) Contract guaranties? 




e) Losses arising from Bale and purchase contracts? 




2 Do pending lawsuitB exist? 




fl) If answer i. "y^H,” i B proper provision made therefor? 




1 List here all known contingent liabilities 


















Prepared by_ 

Date_ 

Rcuewed by. 

Date_ 
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informed that the Maple Company will be given $200,000 of the new stock 
issue in payment for the $200,000 loan. Because of the proximity of the 
closing date to the note maturity date and because of your knowledge of 
the situation, how should this liability be shown on the balance sheet of the 
Lion Company at December 31, 1951? Assume that permission to issue the 
stock was granted on February’ 10, 1952, during the course of your audit. 

5. Your client, an importer, received a shipment of merchandise on Novem¬ 
ber 1, 1951, accepting a 90-day sight draft which was payable in the currency 
of the foreign country of purchase. Because of fluctuations in the rate of 
exchange, the draft was liquidated at maturity in 1952 with a smaller num¬ 
ber of United States dollars than would have been used if the bill had been 
paid on November 1, 1951. The client requested your advice for the proper 
accounting entries (a) when the merchandise was ordered; ( b ) when the 
draft was accepted; ( c ) at the close of his fiscal year, December 31; and 
( d ) when the draft was liquidated in 1952. 

6. During your audit of the records of a company, you discovered a debit in 
the Notes Payable account and a credit in the Cash account of the same 
amount and date; you also obtained the paid cheque supporting the payment, 
but you could not locate the canceled note. What course would you pursue? 

7. During an audit of the Mignon Company, you dis- overed an entry charging 
Notes Payable and crediting Cash for $6,000. The entry was posted, but you 
cannot find an original credit to Notes Payable which might account for 
the $6,000 charge. All officers except the bookkeeper were away on vacation, 
and the bookkeeper knew nothing about the transaction. You examined all 
vouchers, the Notes Register, the Interest account, and the accounts payable. 
You could not locate the payee of the cheque because of the illegible writing 
and endorsement on the cheque. No canceled notes were on hand. Owing to 
the absence of the officers, you cannot send out confirmation requests. What 
might be some of the possibilities that resulted in the debit to the Notes 
Payable account? 

8. A client requested your advice on the desirability of obtaining confirmations 
for his accounts payable. What would guide you in your answer? 

9- When is the liability for goods purchased usually recorded on the books of 
the vendee? Comment on this usage, and cite permissible exceptions to it. 

10. Describe briefly ten steps an auditor should take to satisfy himself that all of 
his client’s liabilities, either actual or contingent, as of the date of the balance 
sheet under examination, are reflected in the accounts or otherwise disclosed. 

11. Outline a program for the verification of the balance of trade accounts pay¬ 
able when a subsidiary ledger is maintained for such accounts, with a control 
in the General Ledger. Assume that the examination is a balance sheet audit 
with a review of operations for a mercantile organization. 

12. The work of the auditors of the Park Company is composed of the annual 
audit for each year ended December 31 and of advisory and taxation service 
during the year. As work is performed during the year, the auditors submit 
to the company a memorandum of the current cost of the work; but they 
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have an understanding that the formal bill for payment of all services ren- 
dered during the year and for the annual audit is to be presented for pay¬ 
ment at the conclusion of the annual audit, which is approximately March 1 
of each year. The auditors discovered that no liability had been set up on the 
books of the company at the end of the year for the work performed during 
the year. Do you believe that a liability should be recorded at the end of the 
company's fiscal year? 

13. In auditing accounts payable, what debits and credits to the controlling ac¬ 
count, other than cash debits and material purchase credits, would you par¬ 
ticularly investigate? 

14. a) Why shduld long-standing credit balances in accounts payable be in¬ 

vestigated by the auditor? 

b) Why should debit balances in accounts payable be investigated by the 
auditor? 

15. Name all possible sources of debit balances in accounts payable, and indicate 
the adjustment necessary for each one. 

16. You were auditing the records of a stock broker. A customer purchased and 
paid cash for certain securities, but the correspondent broker through whom 
your client made the purchase had not made delivery at the balance sheet 
date of your audit. 

In preparing a position statement for your broker client, how should this 
situation be shown? 

17. The Sullivan Company does not record expenses for services, supplies, or 
materials purchased until the invoices are paid. The company does not use a 
Voucher Register or a Purchases Journal but maintains expense distribution 
records which are charged for the proper amounts when cash is disbursed. 
How could you be certain that all liabilities were recorded at the end of the 
year? 

18. The Sawyer Company operates manufacturing branches in widely separated 
cities. The home office does all of the buying of raw materials and factory 
supplies for the branches; the home office does not enter purchases until an 
approval for quantity and quality has been received from the branch man¬ 
agers. At the end of each year, physical inventory counts are sent to the home 
office by the branches, including all items received and on hand; managers’ 
approvals for purchases received toward the close of the year may not follow 
for several days. How could you be certain that all liabilities were included 
on the books of the home office as of the end of the year? 

19- Many types of equipment used in the home and in industry are sold under 
long-time guaranties. What provision should the manufacturer make for the 
possibility of non-charge repairs and replacements during the guaranty 
period? 

20. Many home appliance electrical equipment manufacturers and distributors 
guarantee their products for a period of three years. In order to cover the 
cost of possible repairs and part replacements during this guaranty period, 
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the sales price to the customer is increased, for example, by {5.00. The {5.00 
service and repair charge is not specifically labeled as such to the customer 
but merely is a part of the total sales price. On the books of the guarantor 
manufacturer or distributor, how should the {5.00 be accounted for? 

21. A manufacturer of farm machinery and equipment has uniform sales con¬ 
tracts with all of its distributors providing for the allowance of special dis¬ 
counts to the distributors based upon their total purchases during the year. 
At the termination of each contract year, each distributor receives a quantity 
discount of 1,2, or 3 per cent of his total contract-year purchases which are 
in excess of a minimum that is uniform for ail distributors. In each case the 
discount rate is determined by the bracket into which each distributor’s total 
volume of purchases falls for the contract year. Distributor contracts are 
made on any day of the year. 

Each month the manufacturer provides for the total accruing liability at a 
percentage of the total sales for the month. The percentage is equal to the 
average rate of the special discount allowed in the company’s preceding year 
on the sales in the contract years ended within that year to all distributors, 
including those who earned no special discount. The discounts actually al¬ 
lowed as each distributor’s contract year expires are charged to the accrued 
liability account. 

A current record for each individual distributor is not maintained on the 
books of the manufacturer, because the discounts accrue from month to 
month. The manufacturer has never attempted to determine whether the 
accrued liability shown on its books adequately covered the liability at any 
given date. 

a) In a first audit, what procedure should be followed to test the adequacy 
of the accrued liability (1) if the number of distributors is relatively 
small and (2) if the number of distributors is large? 

b) Outline a practical method whereby the liability can be determined with 
reasonable accuracy at the end of each month. 

c) State how the change from one method to the other should be brought 
about. 

22. During the course of the examination of the records of the Ryan Company, 
accrued real-estate taxes of {1,400 appeared in the accounts at the end of the 
fiscal period. As auditor, how would you satisfy yourself at the correctness 
of the amount? 

23. Show how you would treat each of the following items in preparing a balance 
sheet as of December 31, 1951: 

a) A note payable of {200,000, endorsed by the president of the company. 

b) Notes receivable, discounted on August 10, 1951, and paid on January 10, 
1952, amounting to {50,000. 

c) Dividends payable of {160,000, declared on January 2, 1952. 

24. If you were preparing a balance sheet for a corporation, would you disclose 
the following facts? If your answer is "no,” present your reasons; if your 
answer is "yes,” present your reasons. 
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a) The stockholders have either guaranteed or endorsed the current lia¬ 
bilities of the corporation. 

b) The indebtedness due the stockholders has been subordinated to a bank 
or other creditor. 

25. The Magazine Publishing Company—with approximately 30,000 subscribers 
—accepts subscriptions to its monthly publications to begin with any issue 
and to extend for periods of one year, two years, three years, and five years, 
respectively. The sales price of subscriptions for periods of one year and more 
than one year are in the following ratios: 


1 year .100 per cent 

'2 years .180 per cent 

3 years .240 per cent 

5 years .300 per cent 


Assuming a manually operated system of records, prepare an audit pro¬ 
gram for use in the verification of unearned income from subscriptions as of 
the end of the company’s fiscal year. 

26. During the course of an audit of the records of the Odin Company, you were 
given the information below and were required to submit the following: 

a) A statement of the company’s loan account with the X Bank for the two 
months of September and October, 1950. 

b) A statement showing quantities of purchased materials covered by trust 
receipts at October 31, 1950. 

c) A statement of the balance of the Assigned Accounts Receivable account 
at October 31, 1950. 

d) A statement showing the quantity of the company’s product in inventory 
at October 31, 1950. 

The Odin Company started business on September 1, 1950. On that date 
it entered into an agreement with the X Bank to finance the purchase of a 
commodity under a trust receipt arrangement. Under the terms of the agree¬ 
ment, the suppliers of the Odin Company draw drafts against the X Bank 
for all shipments to the company’s plant. The company then gives the bank 
a trust receipt for each shipment. 

In converting the commodity purchased into the product which it sells, 
the Odin Company sustains a quantity loss of 4 per cent, adjustment for 
which is made when the company remits to the bank. 

All shipments jrom the plant are charged to Assigned Accounts Receiv¬ 
able, and remittances to the bank for the purchased quantities used in such 
shipments are made as the assigned accounts receivable are collected. Other 
sales of the company which result from direct shipments from its suppliers 
to its customers are not financed by the bank. Remittances to the bank are 
based on an "average price per pound.” For the first half of September a 
price of $0.1475 was agreed upon. For each succeeding half-month period 
the average price is to be calculated by dividing the dollar balance in the 
Loan account at the beginning of such period by the number of pounds for 
which the company has not paid at the same date. 

The books of the company reflect the following for the period from 
September 1, 1950, through October 31, 1950: 







CH. 18] 


CURRENT LIABILITIES 


503 


Period 

Purchases Financed 
by X Bank 

Assigned Accounts Receivable 




Sales 

Collections 




1 

Pounds 

1 

Amount 

Pounds 

Amount 

September, first half. 

360,000 

$52,BOO 

250,000 

$42,040 

183,000 

$30,B75 

September, second half. . . 

126,000 

IB,510 

150,000 

25,000 

165,000 

27,500 

October, first half. 

135,000 

20,025 

150,000 

25,125 

110,000 

1B.425 

October, second half. 

B5,000 

12,450 

75,000 

12,525 

150,000 

25,100 


At October 31, 1950, there were 23,70B pounds of unconverted material 
on hand in the plant. 

(A.I.A., adapted) 

27. The Norton Store sells merchandise orders to Christmas shoppers. As each 
order is sold, the amount of the sale is written on the order presented to ihe 
purchaser; the same amount is written on the stub, which is retained by the 
store. The orders and the stubs are sequentially numbered, and a different 
serial prefix is used each year. Ar the end of each day the clerk selling mer¬ 
chandise orders turns over to the accounting department the total cash and 
accounts receivable slips, representing sales for th:* day. The total is checked 
against the totals according to the stubs. As persons present the merchandise 
orders in exchange for goods purchased, each order is checked against the 
stub and the stub stamped "Cashed.” 

a) As auditor, how would you verify the amount of the remaining liability 
at the close of the current accounting period? 

b) If a balance of $500 remained at the end of a three-year period, what 
adjustment would you make to eliminate the liability? 

2B. The Time-Plan Furnishing Company sells on the installment plan. Sales 
for 1950 were $500,000; cost of sales was $300,000. In 1950, $200,000 of 
1950 sales were collected; in 1951, $200,000 of 1950 sales were collected. 
The rate of gross profit in 1951 was 50 per cent of sales. What amount of 
deferred income on 1950 sales appears in the December 31, 1950, and De¬ 
cember 31, 1951, balance sheets? 

29- At the end of the first year of operation, the Suburban Electric Store called 
you in to audit its records. The store sells on the installment plan and for 
cash. You were presented with a balance sheet and an income statement. The 
installment sales have been credited to an Installment Sales account which 
has been closed to Profit and Loss. The balance sheet does not contain a re¬ 
serve for bad debts. What two alternative suggestions might you make? 

30. The Tanner Company issues its dividend cheques against its regular com¬ 
mercial bank account. At the close of the year, $4,000 of dividend cheques 
are outstanding. Should the auditor (a) set up a liability of $4,000 for divi¬ 
dends payable on the balance sheet or ( b ) ignore the cheques? 

31. a) You were auditing the books of the Howe Company, which is the 

American subsidiary of the Howe-Howe Corporation, Limited, of Lon¬ 
don, England. The Howe Company had $800,000 of bills of exchange 
outstanding. Owing to the parent-subsidiary relationship, should the 
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$800,000 be shown as a contingent liability on the balance sheet of the 
Howe Company? Give reasons for your answer. 
b) The Young Company endorses the notes of its debtor companies when¬ 
ever any of the latter request the accommodation. On December 31, 
1951, three accommodation endorsements totaled $800,000. How should 
this situation be shown on the balance sheet of the Young Company? 

32. The Virginia Company endorses the notes of its debtor companies whenever 
the latter request the accommodation, taking—as security for the endorse¬ 
ments—stocks and bonds of the debtor companies held as investments. The 
securities are taken on the basis of $110 of current market value at the time 
of the endorsement to $100 of endorsement. On December 31, 1951, the 
Virginia Company held securities of a market value of $330,000 against 
$300,000 of note endorsements. How should this situation be shown on the 
balance sheet of the Virginia Company at December 31, 1951? 

33. The Benton Harbor Company purchases all raw materials from the St. Joseph 
Company. Purchases of the current month are paid at the first of each follow¬ 
ing month. In December, 1951, the St. Joseph Company required extra cash 
in order to pay an extra dividend and borrowed $50,000 from the Benton 
Harbor Company, giving the latter its 180-day promissory note. By separate 
agreement, future purchases of the Benton Harbor Company were to be de¬ 
ducted from the note at the first of each month. The Benton Harbor Com¬ 
pany discounted the St. Joseph note and, without making any entries, turned 
the proceeds of the note over to that company. 

In the December 31, 1951, balance sheet prepared for the Benton Harbor 
Company, how would you show the note transaction? Because the Benton 
Harbor Company made no entries, your information with respect to the 
note was derived from the request for information supplied by the bank. 

34. The auditors of the Textiles Manufacturing Company discover that purchase 
orders for delivery in the following year were placed in the last month of the 
fiscal year, which is the calendar year. The purchase contracts were not offset 
by sales contracts. Certain commitments were made in December, 1951; and, 
starting early in January, 1952, the raw material market for textiles declined 
drastically, which meant that the Textiles Manufacturing Company would in 
all probability suffer losses upon the sale of the finished products in 1952. 
The company does not want to show the probable loss on these commitments 
in its 1951 statements and asks the auditors to omit mention of the con¬ 
tingencies of the situation. The audit started on February 1, 1952, and was 
completed on February 15, 1952. If you were the auditor, what course would 
you follow? 

35. When a finance company purchases paper from its dealers, the dealers re¬ 
ceive (assume) 80 per cent of the purchase price of the article. 

a) When the finance company purchases dealer paper, does it acquire the 
entire note or only 80 per cent of it? 

b) In preparing a balance sheet for the finance company, how should the 
remaining 20 per cent be shown? 

c) How should unearned discount be treated on the balance sheet of the 
finance company? 



* 

LONG-TERM LIABILITIES 


Long-Term Liabilities in General 

There are three commonly used methods for the financing of a business 
enterprise: (a) the sale of capital stock; (b) the retention of profits in the 
business, resulting in the accretion of assets; and ( c ) short-term or long¬ 
term borrowing. Long-term liabilities—also known as fixed liabilities or 
funded debt—are items of indebtedness with a maturity date more than one 
year removed from the balance sheet date; they include long-term notes 
payable, chattel mortgages, real property mortgages, permanent advances 
from affiliated companies, and bonds payable. 

Business organizations resort to long-term borrowing for one of several 
reasons. First, the current debt of a company may be due or overdue and, 
because of the present impossibility of converting merchandise and receiva¬ 
bles, the current liabilities cannot be paid for some time. Long-term notes oi 
mortgages or bonds may be issued and the proceeds used to liquidate the 
current debt. In many cases of this nature the ultimate result may be finan¬ 
cial instability and insolvency caused by the initial inability to liquidate the 
current liabilities. Second, borrowing may be advantageously promoted 
when a business is in need of additional funds for a short period and does 
not wish to increase its permanent capitalization through the issuance of 
additional capital stock. In such instances the borrowing should take place 
only when the rate of interest on the borrowed money is substantially below 
the estimated rate of profit to be realized by the employment of the 
borrowed funds. Last, long-term borrowing of funds may be a cheaper 
method of financing than issuance of capital stock; of course, bond interest 
is a fixed charge against earnings, but the interest rate may be lower than 
a dividend rate. 


BONDS PAYABLE 

Bonds are issued for long periods of time and are used as a method of 
financing when large sums of money are desired. The amount of money 
wanted is normally too large to be conveniently obtained from one credit 
source, with the result that the bonds are issued in denominations of $100, 

505 
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$500, or $1,000 each. Credit risks thus are distributed over a large number 
of people, who are protected in their loan by a mortgage against the real or 
personal property pledged as security for the loan. 

The bond is an instrument under seal, promising to pay a specific sum 
at a determinable future date, together with interest at stated dates. Behind 
every secured bond issue is a mortgage, known as a deed of trust or trust 
indenture. The trust indenture is held by the trustee, usually a trust com¬ 
pany, which acts as the fiduciary representative of the bondholders. The 
mortgage conditionally transfers title in the pledged property to the trustee. 

In his capacity as fiduciary representative the trustee must maintain 
adequate records of all issues, records of the holders of the bonds if the 
bonds are registered, records of exchanges between bondholders, and records 
of bond cancellations and redemptions. In some cases a dual trust arrange¬ 
ment is established, in which one trust company is appointed to act as 
registrar and another company is transfer agent. The registrar determines 
that bonds are not overissued and attends to registration details. The transfer 
agent is used only when registered bonds are issued, and he attends to the 
issuance of new bonds for those outstanding when bondholders buy and 
sell. 

The authority for the issuance of bonds need not be provided for in the 
corporate charter. Subject to the laws of the state of incorporation, either 
the board of directors or a stipulated percentage of the holders of preferred 
stock or the holders of voting common stock may authorize a bond issue. 
The corporate code of regulations should set forth the procedure to be 
followed in issuing bonds; the auditor must examine the code and under¬ 
stand those provisions. Most states set certain restrictions as a minimum of 
stockholder control, and further restrictions may be made by the stock¬ 
holders. In some states, for example, an approval of two thirds of the stock¬ 
holders is required before a prior lien stock or a fixed liability can be issued. 

There are many types of bonds. First-mortgage bonds are secured by 
specifically named real property and constitute a prior lien on the pledged 
assets. The trust indenture stipulates the percentage of the bonds that may 
be issued, based on the property values pledged. Limiting the bond issue to 
a certain percentage of the value of the property protects the bondholder in 
the event of necessary liquidation by giving him a margin of safety over the 
bond issue. Second-mortgage and subsequent mortgage bonds are secondary 
liens on the same property pledged under the first mortgage. The equity 
in the pledged property is less in the second-mortgage bonds than in the 
first-mortgage bonds; consequently, the risk is greater than in the case of 
prior issues, with a resultant higher interest rate. When first-mortgage bonds 
are liquidated, the second-mortgage issue becomes equivalent to a first 
mortgage, although it retains its original name. Equipment trust bonds are 
issued with property other than land and buildings as security. Machinery, 
equipment, or rolling stock are commonly used as security, with conditional 
title passed to the trustee. Collateral trust bonds are issued on the basis of in- 
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vestment stocks and bonds placed in the hands of the trustee as collateral 
for the bond issue. The trust indenture usually stipulates the market value of 
the securities which must be maintained by the borrower. Debenture bonis 
are not secured by property or collateral but are issued against the general 
credit of the corporation. Bondholders may take legal action in conformity 
with the trust indenture in the event of non-payment of interest. Income 
bonds, like debentures, are issued against the general credit of the corpora¬ 
tion; but the payment of the interest is contingent upon its being earned. 
Any of the aforementioned types may be issued on the basis of being pay¬ 
able at one maturity date, or they may be issued to be retired serially. 

There are (1) coupon bonds or (2) registered bonds. Registered bonds 
may be (a) registered as to principal and interest or ( b) registered as to 
principal only. Unregistered coupon bonds are negotiable by transfer; en¬ 
dorsement is not necessary. Registered bonds are registered on the books of 
the trustee in the name of the owner and are transferable upon endorsement, 
assignment, and registration. All transfers are registered on the books of the 
registrar and the transfer agent, if both are employed. If the bonds are 
registered as to principal only, interest is paid by cashing the coupons; if 
the bonds are registered as to principal and interest, interest cheques are 
mailed to the registered owner. 

Audit Program for Bonds Payable 

The following audit program is presented for bonds payable: 

1. Prepare a bond schedule. 

2. Study the trust indenture. 

3. Trace the proceeds of bonds issued. 

4. Verify recording of the mortgage. 

5. Confirm pertinent data. 

6. Verify treasury bond transactions. 

7. Examine bond retirements. 

8. Examine sinking fund and sinking fund reserve transactions. 

9. Verify interest. 

A description of the auditing program follows. 

1. Prepare a Bond Schedule. Illustration 65 presents a schedule of bonds 
payable; an additional working paper appears in the Illustrative Audit. The 
totals of the bonds issued and outstanding according to the ledger accounts 
should be compared with the authorizations of the board of directors or the 
stockholders. 

2. Study the Trust Indenture. Based upon the laws of the state of incor¬ 
poration and the provisions of the code of regulations, the auditor must 
determine that the authority to issue the bonds is proper. It is necessary to 
ascertain that the provisions of the trust indenture are being fulfilled, and 
any neglect or violation of the provisions should be brought to the attention 
of the client and mentioned in the audit report. In cases involving interpre- 
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Illustration 65 

CLIFTON SCHOOL BOARD 
Bonds Payable Schedule 
June 30, 1951 


Prepared by_ 

Date_ 

Reviewed by. 
Date_ 


Date of issue 
Rate d£ interest 
Kind of bond 
Bond maturity dates 1 


January 1, 192B 

A ]/2 per cent per annum, payable Dn January 1 and July 1. 

Voted, non-callable, general credit, $1,000 each 
January 1, 1933, 193B, 1943, 1948, 1953, 195B, 1963, in the amount of 
$40,000 each, and $45,000 on January 1, 196B 


Amount of issue . . $325,000 

Bonds retired and canceled to June 30, 1951, in files and 
inspected, bonds No 1-160, inclusive 160,000 

Bonds outstanding, June 30, 1951 $165,000 


Fiscal Year 

Bonds 

Interest 

Total 

1951-52 


$ 7,425 

$ 7,425 

1952-53 

$ 40,000 

7,425 

47,425 

1953-54 


5,625 

5,625 

1954-55 


5,625 

5,625 

1955-56 


5,625 

5,625 

1956-57 


5,625 

5,625 

1957-5B 

40,000 

5,625 

45,625 

195B-59 


3,825 

3,825 

1959-60 


3.B25 

3.B25 

1960-61 


3,825 

3,B25 

1961-62 


3,825 

3,B25 

1962-63 

40,000 

3,B25 

43.B25 

1963-64 


2,025 

2,025 

1964H55 


2,025 

2,025 

1965-66 


2,025 

2,025 

1966-67 

45,000 

2,025 

47,025 

1967-68 

$165,000 

$72,225 

$237,225 





tation of trust indenture clauses, the auditor should confer with the attorneys 
for the company. 

On a first audit the trust indenture should be studied and the provisions 
of the instrument fully noted on working papers which are permanently 
preserved for future reference, or a copy of the indenture may be incor¬ 
porated in the working papers. Important points for the auditor, to be 
found in the majority of trust indentures, are the following: 

a) The total amount of the bond issue authorized. 

b) The amount of the bonds to be issued. 

c) The date of the issue. 
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d) The maturity date of the issue, 

e) Interest dates. 

/) Interest rates. 

g) The restrictions imposed upon the corporation as to the maintenance of 
the condition of the property, insurance requirements, and tax require¬ 
ments. 

h) The provisions for retirement before maturity and the prices at which 
the bonds may be redeemed; decision as to which bonds may be called 
for retirement; the notice requirements to bondholders before the bonds 
are called for retirement. 

i) Provisions for conversion of the bonds into capital stock of the issuing 
company. 

;') A description of the property pledged as security for the loan. 

k) The sinking fund provisions, including such features as the annual con¬ 
tributions; the provisions for interest on sinking fund assets; and the 
provisions for the addition or non-addition to the fund of interest on 
issued bonds bought for the sinking fund. 

/) Guaranty provisions for the payment of interest or principal, or both, 
including the names of the guarantors. 

m) Provisions for such requirements as (1) the maintenance of current ratio 
and (2) the proportion of bonds to capital stock at any one time. 

n) Provisions concerning the use of the money derived from the bond issue. 

o) The name of the trustee. 

p) The trustee’s duties, liability, and responsibility. 

q) Provisions for the removal of a trustee and the appointment of another. 

r) The duties of the trustee in the event of the default of interest by the 
corporation. These duties are in conformity with the provisions for pro¬ 
cedure after interest has not been paid for a stipulated number of in¬ 
terests periods; for example, the trust indenture may provide that 25 per 
cent of the bondholders must advise the trustee to institute foreclosure 
proceedings. 

Important accounting data, extracted from a trust indenture, are shown 
below to familiarize the student with the normal arrangement and phrasing 
of the statement. 

LOUISVILLE MANUFACTURING COMPANY 
Selected Excerpts from the Trust Indenture Securing 
First-Mortgage Bonds 

Parties : (1) Louisville Manufacturing Company, Louisville, Kentucky, and 

(2) the Union Trust Company, Louisville, Kentucky, Trustee. 

Authorization: $7,000,000. 

Date of Issue: May 16, 1950. 

Maturity Date: May 15, 2000. 

Interest Rate: Three (3) per cent, annually. 

Interest Payable: Semiannually, on May 15 and November 15, at the offices 
of the Union Trust Company, Louisville, Kentucky. 

Sinking Fund Provisions: The Louisville Manufacturing Company covenants 
with the Trustee for the benefit of the Trustee and the holders of the bonds, for 
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such period of time that any of the bonds are outstanding, that it will pay to the 
Trustee on the 15th day of May and November of each year, beginning on May 
15, 1964, a sum of money equal to 2^ P er cent a gg re g ate principal 

amount of bonds at any time issued prior to the payment date; the money so 
accumulated will constitute a sinking fund to be used for the payment of the 
bonds. At its discretion, the Trustee shall invest the sinking fund money in the 
bonds of the Company, at prices not to exceed the redemption price at the next 
interest date. The Trustee may advertise for bonds to be redeemed, the advertise¬ 
ments to appear in newspapers selected by the Trustee, the number of newspa¬ 
pers being limited to six, and each advertisement to appear only once. If bonds 
cannot be obtained at prices not in excess of the redemption price at the next 
interest date, within 60 days from the appearance of the advertisements, and if 
the money in the sinking fund exceeds $50,000, the Company may call as many 
of the bonds for redemption at the next succeeding interest date as the Trustee 
shall deem sufficient to exhaust the sinking fund. Bonds purchased and redeemed 
shall be canceled. 

Redemption of Bonds: Any one of the bonds, or the entire issue of the 
bonds, may be redeemed on any interest date preceding maturity by complying 
with the requirements following: 

1. The Company shall notify the Trustee in writing of its redemption in¬ 
tentions, and che interest date of redemption, and of the amount of bonds 
to be redeemed. The interest date must precede the notice of redemption 
by at least 60 days. 

2. The Trustee shall determine by lot the bonds to be redeemed, and the 
Company shall notify the holders of the bonds, either by direct mail con¬ 
tact or by the publication of notice in appropriate newspapers. 

3. The amount necessary to redeem the bonds and the accrued interest thereon 
shall be paid to the Trustee by the Company at a date preceding redemp¬ 
tion date. 

4. Upon the presentation of the bonds at the offices of the Trustee, with all 
unmatured coupons attached to the bond, the bondholder shall receive (1) 
the principal of the bond, (2) accrued interest to date, (3) a premium 
in conformity with the following: 

If any bond or bonds are redeemed prior to May 16, 1951, the premium 
shall be 9 l /r t P er c ^nt. After May 16, 1951, the premium shall decrease 
by y U) per cent each interest period, until maturity date, when the 
bonds are redeemable at par. 

Open Market Purchases of Bonds: If the open market price of the bonds is 
lower than the redemption price, the Trustee or the Company may purchase 
such bonds for redemption, at their discretion. 

Sale of the Mortgaged Property or Any of Its Parts: If the Company is not 
in default as to sinking fund payments, principal payments, or interest payments, 
it may sell any of the mortgaged property. The proceeds of the sale shall be 
turned over to the Trustee who will release the property sold. A statement, signed 
by the four principal officers of the Company, must be furnished to the Trustee, 
to the effect that the property sold is no longer useful in the conduct of the 
Company’s business and that the price obtained is fair. If the Company purchases 
new property to replace the property sold, the Trustee, upon receipt of a state¬ 
ment to that effect, shall return the proceeds of the sale to the Company, to the 
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extent that the proceeds of the sale equal the cost of the new property. If the cbst 
of the new property is less than the proceeds of the sale of the old, the Trustee 
shall retain the excess and use it for bond redemption and cancellation purposes. 

Tax Provisions: All taxes on the mortgaged property are to be paid by the 
Company when due. 

Insurance: All properties covered by this Trust Indenture are to be kept 
fully insured by the Company, and all insurance policies are to be retained by the 
Trustee. 

Working Capital: The net working capital of the Company, that is, the 
excess of the current assets over the current liabilities, must be maintained at 
least at 40 per cent of the bonds outstanding at any one time. 

3. Trace the Proceeds of Bonds Issued. When bonds are issued, they may 
be given in exchange for cash, fixed assets, or other liabilities. The price at 
which bonds are sold for cash must be determined and the cash receipts 
vouched to the accounts. Also, the entries for the recording of premiums 
and discounts must be reviewed; bonds as liabilities should appear in the 
accounts at par value, and separate accounts should be maintained for un¬ 
amortized premiums and discounts. 

If the issue was for cash to an underwriting syndicate or to an investment 
bank, contracts and remittance advices should be examined and compared 
with the entries for cash receipts, premiums or discounts, and syndicate 
charges. In succeeding examinations the auditor should request a statement 
from the trustee under the bond indenture, showing the data listed below: 

a) The balance of the bonds outstanding at the beginning of the period. 

b) The bonds issued during the period and the amount of premium or dis¬ 
count involved. 

c) The bonds retired during the period, the unamortized premium or dis¬ 
count at the date of retirement, and the prices at which the bonds were 
retired. 

d) The balance of the bonds outstanding at the end of the year. 

e) The beginning balance, additions to, deductions from, and closing balance 
of the sinking fund. 

/) The composition of the sinking fund. 

g ) A statement of any cash held but not in the sinking fund, as well as a 
statement of the accrued interest on sinking fund assets at the date of 
the balance sheet. 

If the bonds were issued in exchange for fixed assets, the auditor must 
investigate the values of the properties taken in exchange and the authority 
to accept the properties in exchange for the bonds; and all entries must be 
examined. 

If the bonds were issued in exchange for other liabilities, a practice found 
in corporate reorganizations, the entire agreement and the terms thereof 
should be reviewed, together with all accounting entries. 

4. Verify Recording of the Mortgage. In order to be certain that the 
bondholders are properly protected, the auditor must confirm the recording 
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Illustration 66 


FIFTH TRUST COMPANY 
Cincinnati, Ohio 

Early and Early, Certified Public Accountants 

3 West Fourth Street 

Cincinnati, Ohio 

January 14, 1952 

Gentlemen : 

In accordance with your request for information concerning 

the 5 per cent, first- 

mortgage bond issue of the Kieth Company, we hereby certify 
taken from our records as of December 31, 1951 : 

to the following data, 

Original issue . 

.$1,200,000 

Retirements . 

280,000 

Outstanding, December 31, 1951 . 

.$ 920,000 

Sinking fund balance . 

.$ 26,000 

Treasury bonds . 

0 

Redemption fund balance. 

0 

Uncashed coupons . 

100 

Very truly yours, 
John Ellis 
Trust Officer 


of the mortgage through correspondence with the company attorney; or, 
if that is not feasible, he must personally inspect the mortgage records in 
the offices of the county recorder. 

Examination also must be made of the ownership of the pledged prop¬ 
erties. The insurance coverage must be reviewed, not only from the stand¬ 
point of the minimum requirements of the bond indenture but also from the 
standpoint of the adequacy of the coverage in the light of the present market 
values of the pledged assets. 

5. Confirm Pertinent Data. Confirmation should be obtained from the 
trustee under the bond indenture for bonds outstanding at the balance 
sheet date, bonds issued and retired during the year, and other necessary 
data, as set forth in Illustration 66. 

Frequently, the balance of the bonds outstanding according to the trustee 
is not in agreement with the accounts according to the client. Investigation 
usually will disclose that the last statement of the trustee has not been 
recorded on the books of the issuing corporation or that the issuing corpora¬ 
tion has purchased its own bonds and held them and, prior to cancellation, 
incorrectly charged Bonds Payable instead of Treasury Bonds; therefore, the 
auditor must reconcile all differences and prepare the necessary adjustments 
on his working papers when the bond accounts are analyzed. If a trustee is 
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employed, his periodic reports serve as the data to be used for the verification 
of bond transactions. If there is no trustee, the vouchers, cash receipts, and 
other records of the company constitute the data for verification purposes. 

If there is no trustee, registered bondholders may be circularized for con¬ 
firmations of their holdings; the confirmation replies should be checked 
against the corporation’s record of its bondholders. Normally, such con¬ 
firmations are requested only in the event of suspicion. If the proceeds of a 
bond issue are fully accounted for, it is relatively easy to determine an under¬ 
statement of the bond liability. In addition, if a reconciliation can be effected 
by starting with the bonds outstanding at the beginning of the fiscal period, 
adding the bonds sold, and deducting bond retirements, the balance at the 
close of the period is assured, if proper proof of purchases and sales has 
been obtained. 

When registered bonds are outstanding, the auditor should examine the 
record of the individual bondholders and ascertain that the total of the bonds 
outstanding agrees with the total amount outstanding according to the state¬ 
ment of the trustee and that the extension of par multiplied by the number 
outstanding is reflected in the Bonds Payable controlling account in the 
General Ledger. 

6. Verify Treasury Bond Transactions. Treasury bonds are those issued 
and later reacquired by the issuing corporation and unissued bonds of the 
original issue. Thus, treasury bonds differ from treasury stock. Treasury 
bonds are never an asset of the issuing corporation, although they may be 
pledged as security for other loans. 

When treasury bonds are acquired by purchase, they may be charged to 
the Treasury Bond account at cost of acquisition. The Treasury Bond account 
must be adjusted to par not later than the balance sheet date, or an accurate 
liability balance will not be shown in the balance sheet. Adjustments also 
must be made for unamortized premiums or discounts as of the acquisition 
date, and the loss or gain on acquisition should be closed to profit and loss. 

ILLUSTRATIONS, a) Assume that bonds of $100,000 par value, origi¬ 
nally issued at par, are purchased as treasury bonds, at a cost of $106,- 
000. At the date of purchase the entry is as follows: 


Treasury Bonds .106,000 

Cash . 106,000 

The following dosing entry will be made: 

Loss on Acquisition of Treasury Bonds. 6,000 

Treasury Bonds . 6,000 


If the $106,000 were subtracted from the total bonds authorized and 
issued, the net liability in the balance sheet would be understated by 
$ 6 , 000 . 

b) Assume that $100,000 par value of bonds, carried at a net 
amortized issuance price of $98,500, were purchased as treasury bonds 
for $106,000. At the date of purchase the entry is as follows: 
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Treasury Bonds .106,000 

Cash . 106,000 

The following entry will be made: 

Loss on Acquisition of Treasury Bonds. 7,500 

Unamortized Discount . 1,500 

Treasury Bonds . 6,000 


c) Assume that $100,000 par value of bonds, carried at a net amor¬ 
tized issuance price of $9B,500, were purchased as treasury bonds for 
$96,000. At the date of purchase the entry is as follows: 


Treasury Bonds . 96,000 

Cash . 96,000 

The following closing entry will be made: 

Treasury Bonds . 4,000 

Unamortized Discount . 1,500 

Profit on Acquisition of Treasury Bunds .... 2,500 


In the balance sheet, treasury bonds—and unissued bonds—should be 
deducted from the par value of the total authorized issue, and the net re¬ 
maining liability should be extended. 

The Treasury Bond account at the beginning of the period, plus the 
debits adjusted to par, less the credits adjusted to par, will equal the account 
balance at par at the end of the period. All debits and credits to the Treasury 
Bond account must be vouched for the period under examination. Generally, 
credits to the Treasury Bond account are for bonds given to the trustee for 
cancellation. In the minutes of the meetings of the board of directors, there 
should be an authorization for each purchase and sale of treasury bonds. 
By comparing charges and credits in the Treasury Bond account with his 
excerpts from the minutes, the auditor may detect irregularities in the 
handling of treasury bonds. On succeeding audits the series and number of 
each treasury bond should be compared with those in preceding working 
papers. 

ILLUSTRATION . There had been no activity in the Treasury Bond 
account during the year under examination. However, the detail of the 
composition of the bonds differs between years ends, as shown by a 
comparison of the bond series and bond numbers. Two officers of the 
corporation, early in the year, had sold treasury bonds at a premium; 
no entries had been made; later in the year the officers acquired other 
bonds of the same par value at a discount; again, no entries were made. 
The difference between the sales price and the repurchase price had 
been retained by the officers. 

Treasury bonds held by the corporation should be counted, inspected, and 
listed in the working papers as to series and number. The custodian of the 
treasury bonds should be requested to sign a receipt certifying their return to 
him after the auditor has completed his physical inspection and listing. 
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Treasury bonds held by the trustee should be confirmed directly to the au¬ 
ditor. 

If treasury bonds have been pledged as collateral for loans, confirmation 
of the bonds should be obtained from the creditor. 

ILLUSTRATION. A company treasurer prepared a certificate stating that 
certain treasury bonds were in the safe-deposit vault of the bank; the 
bank already had confirmed a loan secured by the same bonds as loan 
collateral; however, the treasurer did not know that this confirmation 
had been made. 

Interest is paid on treasury bonds in some cases and is not paid in other 
instances; it should not be paid if the issuing company (and not a sinking 
fund trustee) holds its own bonds. If interest is paid on treasury bonds, a 
credit to Interest Income is created; and the auditor must ascertain that the 
net interest expense has been correctly stated. 

7. Examine Bond Retirements. Retired bonds should be evidenced by the 
mutilated bond or the cremation certificate. The auditor must always be 
certain that the evidence for retired bonds is beyond question. 

ILLUSTRATION. Failure to obtain proper evidence may be exemplified 
as follows: A company purchased $50,000 of its own bonds, and the 
treasurer stated that the bonds had been destroyed by burning. The 
Cash Disbursements Record showed a charge to Bonds Payable and a 
credit to Cash for the proper amount. There was no cremation certifi¬ 
cate, but the authority for the purchase was in the Minutes Book of the 
board of directors. Three months after the conclusion of the audit, the 
"destroyed” bonds were presented for payment by a creditor who had 
loaned the chairman of the board of directors $40,000 and taken the 
bonds as loan security. 

If retired bonds are not canceled or destroyed, there is always the pos¬ 
sibility of their being issued again and the proceeds misappropriated or the 
trust indenture violated. If a sinking fund is not in existence, the evidence 
of the retirement is in the cash records and in the inspection of the retired 
bonds. All coupons subsequent to the date of retirement should be attached 
to the retired bonds. If the bonds have been retired through a refunding 
issue, the auditing procedure is substantially the same as if cash had been 
paid. 

When bonds are retired, a profit or loss on redemption must be verified. 
If the bond issue has been paid in full, ascertainment must be made that the 
deed of trust has been canceled. All charges to the Bonds Payable account 
should represent retirements. 

If bonds acquired by the trustee are held by him as an investment (which 
he may sell later), the bonds are kfcpt alive; and interest usually is paid on 
them. When bonds are kept alive, a footnote should be appended to the 
balance sheet stating the amount so held. 

The auditor must also determine that all unamortized bond premiums 
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and discounts applicable to the retired bonds have been eliminated. The 
provisions of the federal income tax laws should be followed for taxable 
gains and allowable deductions. Verification must be made of all entries in 
the unamortized premium and discount accounts to determine that proper 
amortization has been taken at each interest period. The treatment of un¬ 
amortized bond discounts and premiums in the event of the retirement of 
one bond issue followed by a refunding issue is discussed in Chapter 14. 

8. Examine Sinking Fund and Sinking Fund Reserve Transactions. Sink¬ 
ing funds may be voluntary or may be one of the requirements of the trust 
indenture. If a sinking fund is in operation, a detailed schedule must be 
prepared showing the charges, credits, and balance of the sinking fund; and, 
if the sinking fund is not in the hands of a sinking fund trustee, a complete 
verification is made of each transaction. The auditor must determine the 
accuracy of the periodic contributions to the sinking fund, must be certain 
that the sinking fund is adequate, must ascertain that the provisions of the 
trust indenture are being met, and must be familiar with the terms of the 
sinking fund contract. Estimates of necessary sinking fund contributions are 
made at the time the sinking fund is started. These estimates seldom are 
accurate when actual interest and contributions are accumulated, thus leav¬ 
ing a deficiency or an excess in the fund. If a deficiency exists, it must be 
covered by additional contributions so that the fund is not below its theoret¬ 
ically computed amount at the end of any fiscal period. 

Sinking fund assets are composed of stocks, bonds, cash, and accrued 
interest. The bonds in the fund may be those of the issuing corporation 
bought in conformity with the provisions of the trust indenture. If a sinking 
fund trustee is not used, the auditor must inspect the sinking fund assets; 
if a trustee exists, confirmation is obtained from him. In the majority of 
cases, interest on sinking fund assets is added to the fund. Bonds of the issu¬ 
ing company held as sinking fund assets should be valued at par, if a sink¬ 
ing fund trustee is not used, and deducted from the bonds outstanding, in 
the same manner as treasury bonds. If the bonds are in the hands of a sinking 
fund trustee, the issuing company has no control over them; and the sinking 
fund trustee should value them at cost, with the proper amortization of 
premium and discount. If the sinking fund is not held by a trustee, discounts 
and premiums on the issuing company’s bonds purchased for the sinking 
fund should be credited or debited to the proper profit and loss account, just 
as is done when the bonds are retired. 

If a sinking fund reserve is used, the auditor must be certain that credits 
to the account are offset by charges to the proper accounts and that correct 
disposition is made of the reserve upon retirement of the bonds. 

9. Verify Interest. The bond interest expense for each period must be 
computed and verified against the records of the issuing company. Interest 
should be accrued to the last day of the fiscal period. To arrive at the true 
net interest cost, the auditor must ascertain that premiums and discounts are 
properly amortized. The interest expense analysis constitutes a good in- 
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dication of the correctness of the bond liability. For coupon bonds, .where 
the company does not retain a disbursing agent, it is common practice to 
deposit the periodic interest in a special bank account, which will be re¬ 
duced as the coupons are cashed. The total dollar amount of the coupons 
cashed is determined by confirming the bank balance and reconciling it with 
the cashed coupons. The remaining amount of uncashed interest coupons is 
retained in the liability account for accrued interest payable. Cashed coupons 
should be mutilated to avoid presentation a second time. 

For bond coupons when the company does retain a disbursing agent, the 
periodic interest is deposited with the disbursing agent who, after disbursing 
the deposited cash, returns the cashed coupons to the issuing company. The 
cash for the unredeemed coupons normally is retained by the disbursing 
agent for a reasonable period and then returned to the issuing company. The 
auditor should obtain a certification from the disbursing agent of the balance 
of cash on hand and the cashed coupons on hand, if any, and reconcile the 
two items to the interest expense accounts of the client. 

If a company issues its own cheques in payment of bond interest, the 
paid cheques should be compared with the list of registered bondholders at 
each interest date for name of the bondholder, amount, and endorsements. 
Unclaimed interest cheques should be carefully controlled and should be 
listed by the auditor; if cashed prior to the subsequent audit, endorsements 
should be carefully examined and the bondholders' records examined for 
transfers and changes in mailing addresses. 

Bond issuance costs may be amortized on the same basis as the discount, 
or they may be charged to expense at incurrence. If the bonds were issued at 
a premium, issuance costs may be deducted from the premium and the net 
premium amortized. 

The expenses of the trustee and the disbursing agents are current expenses 
of the bond-issuing corporation. The auditor must determine that they have 
been recorded as such. The expenses of the trustee are verified by examina¬ 
tion of the trustee’s report. 

Bonds in the Balance Sheet 

Bonds payable should be carried in the balance sheet at par, together with 
maturity dates and interest rates. If a trustee is not employed, sinking fund 
bonds of the issuing company, retired bonds, unissued bonds, and treasury 
bonds (whether or not they are kept alive) should be deducted at par from 
the total authorized issue and the net par liability extended. Treasury bonds 
kept alive for resale very often are shown as assets; but, preferably, they 
should be shown as deductions from the gross liability because the liability 
to be liquidated has been reduced by the acquisition of the bonds, in spite of 
intentions which, at the balance sheet date, are not fulfilled. A balance sheet 
should show existing conditions and not expectations. 

If a bond issue—or one series of a total serial issue—is payable within 
one year, and if a special fund is not available for the payment, the amount 
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currently due should be moved to the current liability classification. If a 
special fund is available for the repayment of the amounts currently due, 
the fund becomes a current asset at the time the transfer is made from fixed 
to current liabilities. Where special payment funds are available, it is pref¬ 
erable to permit both the fund and the liability to remain in their usual 
positions, for by their removal to the current sections the current ratio is 
disturbed. 


MORTGAGES PAYABLE 

A mortgage is a conditional transfer of title to property, and it states that 
the transfer is void if the mortgage note is paid. The debt under the mort¬ 
gage is evidenced by the execution of a note by the mortgagor which is held 
by the mortgagee until final liquidation. The lien on the property—that is, 
the mortgage—is security for the loan. Mortgage notes stipulate the periodic 
interest payments and also principal payments if the mortgage is to be paid 
on an installment basis. Mortgages are of two general classes: ( a ) real- 
estate mortgages and ( b ) chattel mortgages. There are two points of im¬ 
portance in connection with the audit of mortgages payable. First, the 
property or money received for the mortgage must be accounted for by the 
mortgagor. Second, the amount due at the closing date must be correctly 
stated. The auditor must be certain that all mortgages are legal obligations 
of the client and have been negotiated for money or property received. 
Mortgages arise from such sources as (a) a loan, ( b ) a purchase of prop¬ 
erty unencumbered, and ( c ) a purchase of property with an existing mort¬ 
gage which is assumed by the new owner. 

AucF/f Program for Mortgages Payable 

The following audit program is submitted for mortgages payable: 

1. Prepare a mortgage schedule. 

2. Determine authority to mortgage. 

3. Vouch mortgage proceeds. 

4. Vouch principal payments. 

5. Confirm mortgage and interest. 

6. Verify mortgage interest. 

7. Confirm mortgage cancellations. 

The procedures to be followed for mortgages payable are developed in 
the following subsections. 

1. Prepare a Mortgage Schedule. Schedules for mortgages payable may 
assume a variety of forms, one of which is presented in Illustration 67. A 
list of the mortgages payable may be obtained from the files of the proper 
official of the company; each mortgage in the list must be checked against 
the subsidiary accounts, and the total of the subsidiary account balances 
must be reconciled with the balance of the controlling account. Detailed 
data for the mortgage schedule may be obtained from general and subsidiary 



Schedule of Mortgages Payable 
December 31, 1951 



Mortgage an Plant E, Conner, Indiana, negotiated on July 2, 1950. 

Twenty (20) notes given far $3,750 each, payable one each six months, on January 2 and July 2. 

Proceeds used to build plant additions. Contracts checked for all work done. Records checked for payments, which totaled $76,834-38 
Proceeds traced to records and to the Crist Bank. 

Interest paid and accrued verified and found in agreement with company records. 



rch. I? 
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ledger accounts and from the mortgage copy. In the working papers, it 
should be noted that the property pledged under the mortgage is listed. 

2. Determine Authority to Mortgage. Reference should be made to 
charters, codes of regulations, and minutes of the meetings of stockholders 
and directors to determine that the authority to mortgage is proper. In an 
initial audit, these records and all contracts must be examined. In a repeat 
engagement, only the minutes books and all mortgage contracts for the 
year under review need be examined. All correspondence and agreements 
for the provisions of each mortgage must be examined. The working papers 
should contain notations for the authority for the placing of each mortgage 
or the assumption of mortgages on property acquired. 

The auditor should determine the purpose of each mortgage. Mortgages 
may be placed to obtain working capital funds, to purchase assets outright, 
to finance a balance due on an asset, to liquidate other liabilities, etc. A 
statement of the purposes of all mortgages placed during the year under ex¬ 
amination should be included in the audit report. If a mortgage of a prior 
owner has been assumed, it should be shown as a liability in the balance 
sheet; and the related asset should be included at its gross cost. If property 
was purchased subject to a mortgage (only the vendor’s equity acquired), 
the gross cost likewise should be shown as an asset and the liability also 
shown, with proper explanation of the situation. 

During the examination the auditor should be certain that mortgaged 
property is adequately insured and that all requirements placed on the mort¬ 
gagor with respect to insurance, maintenance, and taxes are being fulfilled. 
Some mortgages state that, if interest payments or principal installment pay¬ 
ments are not met when due, the balance of the mortgage is immediately 
due. Notations of such features should be made on the working papers. 

3- Vouch Mortgage Proceeds. All proceeds for mortgage issuance, in 
the form of cash or other property, should be vouched to the credit of the 
mortgage accounts. As all credits to the mortgage payable accounts are 
vouched for the year under review, the nature and purpose of each credit 
must be understood. Property and cash received for the mortgage given are 
traced to the debits of the accounts involved. If property other than cash has 
been obtained by the mortgage, the purchase contracts for the acquired as¬ 
sets are examined. If an existing debt has been discharged by the mortgage, 
the auditor must investigate the legitimacy of the debt. Cash receipts records 
must be watched for evidences of unreported mortgages. 

4. Vouch Principal Payments. All charges to the mortgage accounts 
made during the period under examination should be vouched in detail. 
Voucher records, cash disbursements records, and paid cheques are examined 
for these data, together with notations on the mortgage notes for principal 
payments. 

It is not common to record payments on mortgage principal on the pub¬ 
lic records to show the reduced amount of the lien on the property. The only 
reason for insisting that principal payments be recorded is that, if a third 
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party acquires the mortgages and pays the original face value for it, the 
mortgagor can be held for that amount by the third party who was innocent 
of the knowledge of partial principal payments. 

5. Confirm Mortgages and Interest. Confirmation of mortgages should 
be obtained by correspondence with the mortgagee, requesting the amount 
of the mortgage, interest rate, interest dates, maturity dates, payment ar¬ 
rangements, principal payments during the period, interest paid during the 
period, and the balance due on the mortgage. Installment agreements also 
should be verified. Responses must be checked against the working papers. 
If there are a large number of small mortgages, the confirmation requests 
are placed on a reasonable test basis. 

6. Verify Mortgage Interest. A test of the interest payments should be 
made on a scale sufficient to assure their accuracy and to convince the audi¬ 
tor that evidences of unrecorded liens do not exist. Paid cheques for interest, 
as well as interest receipts, should be traced through the cash disbursements 
records to each specific mortgage. The interest accrued from the last interest 
payment date to the end of the period must be computed. 

7. Confirm Mortgage Cancellation. If a mortgage has been paid, that 
allegation should be verified by correspondence whh the client’s attorney or 
by investigation of the cancellation on the county records. Returned notes 
indicating full receipt of payment also constitute evidence of liquidation— 
but not evidence of record cancellation. 

Mortgages in the Balance Sheet 

In the balance sheet, mortgages should be shown as first, second, chat¬ 
tel mortgages, etc. Each mortgage should be shown at its net payable 
amount; and a supporting schedule should be prepared showing details of 
gross amount, payments, net amount due, interest rates, and property 
pledged. Mortgages may be current or fixed, depending upon their maturity 
dates. Where assets are pledged as security for a mortgage, this fact should 
be so indicated on the asset side of the balance sheet. 

LONG-TERM NOTES PAYABLE 

Long-term notes are those that do not mature within one year. They may 
be analyzed on the working papers along with current notes payable and 
annotated to indicate their life, or they may be separately analyzed and the 
working papers filed with the fixed liability working papers. If the long¬ 
term notes are for the purchase of fixed assets, as is frequently the case, they 
most certainly should be separated from notes due trade creditors, whether 
these are long-term or short-term notes. Installment contracts are examined 
to obtain data relative to purchase price, installments, and interest; the fixed 
asset accounts are examined to see that the accounts are charged at full con¬ 
tract price and not at the amount paid to date. Most installment contracts 
provide for the retention of title by the seller until the notes are paid; even 
so, the assets should be recorded at full value on the books of the buyer. 
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Payments made on the notes should be verified in the usual manner, by paid 
cheque, voucher, and book record examination. Notes paid in full should be 
on hand and canceled to prevent reissuance; these notes should be examined 
by the auditor. Confirmations are requested from holders of notes and must 
be checked against the balances according to the records. 

Standard No. 24 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standard is presented for long-term liabilities: 

No. 24. "The auditor must obtain satisfactory evidence of the authority 
to issue long-term liability obligations; he must be satisfied that all provi¬ 
sions of the trust indenture or mortgage are followed; he must be assured 
that related funds and reserves are handled in accordance with all require¬ 
ments and that their accounting is properly expressed; and he must insist 
that full disclosure be given mortgaged assets in the balance sheet." 

Internal Control Questionnaire for Long-Term Liabilities 

The internal control questionnaire for long-term liabilities is presented 
in Illustration 68. 

QUESTIONS AND PROBLEMS 

1. During the audit of bonds payable, why is it necessary to examine the trust 
indenture and extract pertinent data from it' 

2. In the verification of bonds payable, list the steps you would follow in the 
examination 

a) If there is a trustee under the bond indenture. 

b) If there is no trustee under the bond indenture. 

3. As of December 31, 1951, the balance sheet of your client, the Redbud 
Company, contained one item of long-term liabilities, described as follows: 

Bonds payable, due on October 1, 1970 .$92,000 

The Bonds Payable account in the General Ledger is as follows: 


Bonds Payable 
Due Dn October 1, 1970 


October 1, 1950, cash 

$112,000 Cr. 

April 1, 1951, cash 

9,400 Dr. 

October 1, 1951, cash 

10,600 Dr. 


As auditor, state the procedures for the following: 

a) Confirmations 

b) Accounts of the client 

c) Financial statements 

4. a) You were instructed to verify the charges to the Bonds Payable account 
for all bonds retired during the period covered by the audit. What in¬ 
formation would you desire in support of the charges? 




Illustration 68 


1 

INTERNAL CONTROL QUESTIONNAIRE 

Long-Term Liabilities 

Yes 

Nd 

Not 

X 





1. Are all long-term liabilities properly authorized by: 




a) The board of directors and/or 




fr) A required majority of the stockholders and/or 




0 A required majority of the holders of other bonds? 




2. Does the client employ an independent transfer agent for 




registered bonds? 




3- Does the client employ an independent registrar for regis- 




tered bonds? 




4. If the client does not employ an independent transfer agent 




or registrar: 




a) Are unsigned bonds in the possession of an officer? 




b) Are bonds and other obligations signed in advance of 




issuance? 




c) Are returned and canceled obligations properly muti- 




lated? 




5. Does an independent party serve as agent for paying in- 




terest? 




6. If an independent party does not Serve as agent for paying 




interest, is the control over coupons or interest cheques 




proper? 




7. Are unclaimed interest amounts properly handled: 




a) When returned by the interest-paying agent? 

i 



£) When an interest agent is not employed? 

j Prepared 
j Date_ 


uy -- 

Reviewec 
; Date 


vy 
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b) How should treasury bonds be shown in the balance sheet if they have 
been reacquired by the issuing corporation? 

5. a) As auditor, why would you examine (1) redeemed interest coupons 

and (2) canceled bonds? 

b) How would you verify the amount due as a current liability for uncashed 
bond interest coupons? 

6. A trust indenture contains the following clause: "Of the proceeds realized 
from this bond issue, 90 per cent shall be used for the purchase of additional 
land and the erection of a new building, and 10 per cent shall be used for 
working capital requirements.” During the course of the audit of the issuing 
company, you'discovered that 75 per cent of the proceeds were used for 
capital construction and 25 per cent for working capital. What action, if 
any, would you take? 

7. The Volkert Corporation purchases for retirement $900,000 of its 4 per 
cent debenture bonds for $810,000 cash. The bonds have a book value of 95. 
The company calls upon you to answer the following questions: 

a) What disposition should be made of the unamortized bond discount? 

b) May the five-point saving on the bond purchase and retirement be closed 
directly to Earned Surplus? 

c) May the savings be used to pay dividends? 

8. Your client receives the following statement from the trustee under a bond 
indenture, for the year ended December 31, 1951: 


Trustee's expenses .$ 468 

Interest paid . 9,200 

Inreresr accrued . 800 

Total .#10,468 

Cash paid by the company to the trustee during the 

year . #10,000 


Prepare the journal entries on the books of the client to take up the informa¬ 
tion contained in the report of the trustee. 

9. Your client, the Telford Corporation, was considering the issuance of bonds 
as of January 1, 1951, as follows: 

Plan 1: #1 million par value, 5 per cent, first-mortgage, 20-year bonds, due on 

December 31, 1970, to be issued at 94 

or 

Plan 2: #1 million par value, 5 per cent, first-mortgage, 20-year bonds, due Dn 

December 31, 1970, to be issued at par, with provision for payment of a 
6 per cent premium upon maturity 

The client requests that you prepare two separate sets of journal entries 
with appropriate explanations, showing the accounting treatment which 
the bond issues would necessitate, respectively: 

a) At the date of issue 

b) Monthly thereafter 

c) Upon payment at the date of maturity 








LONG-TERM LIABILITIES 


525 


Ch. 19] 

Discounts and premiums are to be allocated to accounting periods on a 
straight-line basis. Issuance costs are to be ignored. 

(A.I.A.) 

10. On July 1, 1941, the Urban Company issued {5 million of 40-year, 5 per 
cent, first-mortgage bonds at 95. During the past 10 years, the company 
annually has charged to expense 2 y> per cent of the unamortized bond 
discount. On July 1, 1951, the company purchased $1 million par value of 
the bonds at 90 and retired and canceled them. During the course of your 
audit of the records of the company for the year 1951, you noted that the 
$100,000 of discount at the acquisition date had been credited to a non¬ 
operating profit account. Is the transaction correctly recorded? If not, what 
should be the correct entry? 

11. On July 1, 1951, the Powers Manufacturing Company sold one hundred 
$1,000, 10-year, 3 per cent, first-mortgage bonds to the Universal Investment 
Company at 97. Early in January, 1952, you started the audit of the Powers 
Manufacturing Company; and, after examining the trust indenture, you 
started to trace the proceeds of the bond issue. The following entry ap¬ 
peared on the books for the sale of the bonds: 


Cash .97,000 

Interest Expense .v. 3,000 

First Mortgage Bonds Payable. 100,000 


Correct the entry; also, show the amortization entry as of December 31, 
1951, assuming that date to be the interest date and assuming that discount 
amortization is on a straight-line basis. 

12. From the following data, extracted from the books of the Reen Company, 
show how the information should be portrayed on a balance sheet. 

1950 

July 20 Bonds authorized, first-mortgage, 20-year, 5 per cent, $5 million. 

Aug. 1 Of the bonds authorized for issuance, $4 million were sold to the In¬ 
vestment Trust Company. 

1951 

Mar. 10 Bonds of a par value of $200,000 were purchased at par and were to be 
held alive in the treasury. 

July IB The bonds acquired on March 10, 1951, and also $300,000 of the un¬ 
issued bonds were taken to the SeLond National Bank and pledged as 
collateral for a loan of $375,000. 

13. The Supercities Utility Company has the following bond issues outstanding 
at December 31, 1950: 

Series I: $15 million, 6 per cent, due on January 1, 1973; callable at 105 until 
January 1, 1958, and thereafter at 103- 

Series II: $30 million, 5 per cent, due on January 1, 1983; callable at 104 until 
January 1, 1963, and thereafter at 102. 

The company has been planning to refund both issues by issuing $50 mil¬ 
lion of 4 per cent bonds, due on January 1, 1983. The bonds are to be issued 
at 96. The original issue of Series I was $20 million; and $5 million had 
been purchased and retired by the sinking fund trustee, in accordance with 
the provisions of the trust indenture. On January 1, 1951, there was no 
cash in the sinking fund, due to purchases of the Series I bonds. Assuming 
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that the refunding operation is to be effective on January 1, 1951, what is 
the total saving effected by the operation? Assume that no additional bonds 
will be called prior to maturity. 

14. On January 1, 1941, the Highwood Corporation sold $1 million of 30-year, 
5% per cent bonds. On January 1,1951, the 5 % p er cent bonds were refunded 
by an issue of $1 million of 30-year, 3 per cent bonds which were sold to an 
underwriting syndicate at 96. The 5% per cent bonds were called as of 
January 1, 1951, at 101. At January 1, 1951, the following account balances, 


which you have audited, appear on the books: 

Unamortized bond discount, 514 per cent bonds .$30,000 

Premium on redemption, 514 per cent bonds . 10,000 

Bond discount on 3 per cent bonds . 40,000 

Expenses of marketing 3 per cent bonds . 5,000 


$85,000 

Prepare the journal entries necessary to record the retirement of the 5 Y 2 
per cent bonds and the sale of the 3 per cent issue, all for cash. Solve by 
three different methods. 


15. From the information given below, prepare the following: 

a) A columnar work schedule showing the June 30, 1951, balance sheet 
before and after the proposed reorganization, with explanatory adjust¬ 
ment columns for the necessary changes in the several balance sheet 
items. 

b) A statement showing the effect of the proposed reorganization upon 
annual bond interest and amortization charges and dividend require¬ 
ments. 

The following balance sheet of June 30, 1951, was prepared from the books 
of National Industries, Inc.: 

ASSETS 


Cash .$ 1,130,000 

Other current assets . 1,450,000 

Property, less depreciation . 6,800,000 

Sinking fund cash . 500,000 

Unamortized discount, Series A bonds . 30,000 

Unamortized discount, Series B bonds . 90,000 


$10,000,000 


LIABILITIES 

Preferred dividends, payable on July 1, 1951 .$ 39,375 

Bond interest accrued (Judy 1, 1951, coupon) . 97,500 

Other current liabilities . 63,125 

Series A, 6 per cent bonds, due on July 1, 1956 . 2,000,000 

Series B, 5 per cent bonds, due on July 1, 1961 . 1,500,000 

Cumulative preferred, $5.00, nD-par stock A, 7,500 shares, 

stated value . 675,000 

Cumulative preferred, $6.00, no-par stock B, 20,000 shares, 

stated value . 1,700,000 

Common stock, no-par value, 50,000 shares, stated 

value . 625,000 

Appraisal surplus . 1,750.000 

Earned surplus . 1,550,000 

$10,000,000 
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In order to reduce its fixed charges and dividend requirements, the company 
has planned a reorganization, approved by shareholders, bondholders, and other 
interested parties, on the following basis: 

a) Three million dollars of consolidated first-mortgage, 4 per cent bonds dated June 
1, 1951, and payable on June 1, 2001, to be sold on July 1, 1951, at 105 and 
accrued interest. 

b) Outstanding mortgage bonds, Series A and Series B, to be redeemed on July 1, 
1951, at par plus interest to July 31, 1951. 

c) The holders of Series A bonds tD receive a cal] premium of $15 per $1,000 bond. 

d) Preferred stock A to be changed from no-par to 5 per cent, $100 par value. 

e) Preferred stock A to be increased from 7,500 to 10,000 shares, and the present 
holders to receive a dividend of one-third share of this stock for every share 
owned. 

/) Present holders of preferred stock A also to receive an extra cash dividend of 
$1.25 per share. 

g) New common stock, 205,000 shares, of $10 each to be issued and exchanged as 
follows: 

10 shares new common for each share of preferred stock B 
1 share new common for every 10 shares of old no-pai common 

h) Commissions and expenses in connection with the issue and sale of new bonds 
will be $45,000. 

i ) All transactions under the reorganization plan, as well as dividends payable, are 
to be considered as settled in cash. 

16. In any audit, what procedure could be followed in order to be assured that 
the assets of the client were not subject to mortgage? 

17. a) How should mortgaged property be shown in a balance sheet? 

b) When will second mortgages on real estate normally be found as 
liabilities? 

IB. In your audit of the records of the Ramsey Corporation for the year ended 
December 31, 1951, you discovered a mortgage payable of $40,000. You 
verified the existence of this mortgage by correspondence with the mort¬ 
gagee and by an inspection of the records in the office of the local county 
recorder. In the audit for the year ended December 31, 1951, you discovered 
that, during 1951, $10,000 had been paid on the principal of the mortgage. 
You examined the receipt from the mortgagee, the voucher, and the paid 
cheque; and you traced the entry to the debit of the Mortgages Payable ac¬ 
count. You then prepared a balance sheet, showing the mortgage at $30,000, 
and certified the statement. Did you proceed correctly, or did you overlook 
any particular procedure? 

19- From the information presented below, prepare all necessary working papers 
and a balance sheet of the Candell Company at December 31, 1951. 

Petty cash (the fund includes advances made tD office employees of 

$730, which will be deducted from the next payroll) .$ 2,000.00 


Cash in bank (after cheques totaling $7,824.13 drawn in payment of 
accounts payable dated December 31, 1951, but mailed to the creditors 

on January 9, 1952) . 31,704.11 

Accounts receivable (which include 100 per cent uncollectible items of 
$8,240; 50 per cent collectible items of $13,624.82; due from em¬ 
ployees for common stock subscriptions, $5,500; due from sale of 

scrapped machinery, $3,000) . 74,680.51 

Notes receivable (which include note of officer, fully collectible, $1,000; 

$10,000 customer notes past due, 50 per cent collectible) . 36 , 340.25 
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Raw materiai inventory (excluding in-transit materials, not entered, of 

15,100) . .. 21>4B20 ° 

Work-in-process inventory (excluding manufacturing overhead or $2,- 

751.04) . 18,222.22 

Finished goods inventory (including consignments-in of $3,000; exclud¬ 
ing consignments-out of $2,000) . 37,B65.00 

Land, at appraised value . 65,000.00 

Buildings, at cost . 274,800.00 

Machinery and equipment (including fully depreciated machinery in use 

which cost $11,000) . 264,200.00 

Patents, at cost (including worthless patents of $10,000) . 38,000.00 

Investments in securities (which include [a] temporary marketable secu¬ 
rities, at cost, $52,500; the present market is $6,100 less; [ b~] invest¬ 
ments in affiliated companies, at cost, $58,800; the present market is 
$10,200 higher; and [c] deposits with sinking fund trustee, not in¬ 
cluding unpresented interest coupons of $400, $88,700) . 200,000.00 

Unexpired insurance (which includes prepaid fire, tornado, theft, and 
messenger insurance of $1,212.12; prepaid workmen's compensation 
insurance of $214.20; cash surrender value of life insurance Dn the 

president, the company being the beneficiary, $3,720) . 5,146.32 

Loan from the bank, on which $500 of interest is prepaid; the loan is 

secured by 50 per cent of the marketable securities. 20,000.00 

Trade accounts payable (after debit balances in payables of $2,- 

486.70) . 57,320.41 

Loan from stockholder which is secured by an assignment of notes re 

ceivable, all good, of $15,000 . 12,000.00 

Estimated liability on a purchase contracr, canceled on November 10, 

1951 . 4,500.00 

First-mortgage bonds payable, 4 per cent, interest payable semiannually 
on April 1 and October 1, issued at par; first series of one tenth re¬ 
deemable Dn April 1, 1952 . 200,000.00 

Common stock, no-par, 50,000 shares authorized and issued; stated value, 

$10 per share; all sold for $12 per share . 600,000.00 

Surplus (before reserve for depreciation of buildings of $52,400; before 
reserve for depreciation of machinery and equipment of $78,200; be¬ 
fore patent amortization of $10,000; and after land appraisal of 
$15,000) . ? 

20. The trial balance of the City Gas and Electric Company as of December 31, 
1951, is given on page 529. 


Additional information: 

a) The bonds are dated July 1, 1937, and are due on July 1, 1967. Interest 
at the rate of 5 per cent per year is paid on January 1 and July 1. The 
bonds originally were issued at 94. The appropriate adjustment at 
December 31, 1951, has not been made. 

b) The charge to the Depreciation account includes $100 for depreciation 
of equipment used in construction work which is still uncompleted. 

c) Of the bonds payable, $10,000 par value were purchased and retired on 
December 31, 1951, at 95. The January 1, 1952, coupons had been 
removed and will be paid separately. The entry for the bond purchase 
and retirement has not been made. 

d) On October 1, 1951, equipment originally costing $1,500 was scrapped. 
It was acquired on April 1, 1947, and had been depreciated at the rate 
of 20 per cent per year. The cost of scrapping was $50. The bookkeeper 
made the following entry; 
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Other Deferred Debits . ...1,550 

Utility Plant in Service .. . 1,500 

Cash 50 


No depreciation has been recorded on this equipment in 1951 

You are required to prepare working papers for all adjusting entries 
required by the additional information 

At the discretion of the instructor, prepare the following {a) a bal¬ 
ance sheet at December 31, 1951, ( b ) an Earned Surplus account for 
the year ended December 31, 1951, and (c) an income statement for 
the year ended December 31, 1951. 


Amortization of debt discount and expense 
Amortization of utility plant acquisition ad 
justments 
Bonds payable 
Capital stock 
Cash and working funds 
Construction work in progress 
Contributions in aid of construction 
Customers advances for construction 
Customers deposits 
Depreciation 

Dividend appropriations—capital stuik 
Dividends declared 
Earned surplus 
Extraordinary property losses 
Interest accrued 

Interest charged to construction 
Interest on long term debt 
Interest receivable 
Interest income 
Materials and supplies 
Notes and accounts payable 
Notes and accounts receivable 
Notes receivable discounted 
Operating expenses 
Operating revenues 
Other deferred debits 
Other interest charges 
Prepayments 

Property losses chargeable tD operations 
Reserve for amortization of utility plant ac 
quisition adjustments 
Reserve for depreciation of utility plant 
Reserve for uncollectible accounts 
Taxes 

Taxes accrued 

Unamortized debt discount and expense 
Utility plant acquisition adjustments 
Utility plant in service . ■ . 


Debit Credit 

$ 100 


400 


13,500 

14,900 


5 875 

6ono 


35 000 


2 500 
200 

4 500 

7 000 

32 000 

1 550 
2 

1 000 
1 000 


$ 100,000 

75,000 


25,000 

365 

750 


1,500 

4,185 

2 

200 

400 
2 000 
1 000 
60 000 


4,300 
66 525 
500 

6,500 

3,500 

3,200 
10 000 
200 000 

$345 227 $345 227 
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CORPORATE PROPRIETORSHIP—CAPITAL STOCK 

The proprietorship of a corporation is composed of the outstanding issues of 
all classes of capital stock, the retained income (surplus) accounts, and the 
proprietorship reserves. 

The reader should be thoroughly familiar with the various classes of pre¬ 
ferred stock, common stock, and par value and no-par value stock, as well 
as with the methods employed in accounting for them. As auditor, he must 
realize the necessity for correct ledger account and balance sheet presenta¬ 
tion of authorized capital stocks, issued and outstanding capital stocks, un¬ 
issued capital stocks, treasury stocks, retained income, and proprietorship re¬ 
serves. Of course, if all assets, liabilities, expenses, and revenues are properly 
verified, established, and valued, the proprietorship as a totality will be cor¬ 
rect—but serious errors might exist in one or more proprietorship accounts 
which could favorably or adversely affect one or more classes of the stock¬ 
holders interested in the business. Therefore, it is of utmost importance that 
each item of proprietorship be audited with care and in quite minute detail. 
In this manner the validity of the valuations assigned to the other accounts 
also is verified, since an examination of the proprietorship accounts fre¬ 
quently discloses marked peculiarities relative to asset valuation, acquisition, 
and disposition. Also, the proper or improper treatment of expenses, reve¬ 
nues, and profits is often disclosed in the examination of proprietorship; this 
is of vital importance in limited audits where complete verification is not 
made of revenues and expenses. 

In a small corporate organization the probabilities are that only one 
class or, at most, two classes of capital stock have been issued. In large, com¬ 
plex organizations, there may be many issues, the rights of each class vary¬ 
ing widely in voting privileges, profit distributions, and asset distribution in 
liquidation. 

Miscellaneous Capital Stock Considerations 

Subscriptions. Subscriptions taken prior to actual incorporation are revo¬ 
cable by the corporation when formed, unless the subscriptions are accepted 
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as soon as the corporation is legally organized. Most states, by statute, have 
established a time period in which the board of directors may accept the sub¬ 
scriptions. During this time the subscriptions cannot be withdrawn by the 
subscribers; however, the subscriptions may be specifically rejected by the 
board of directors. In some states, this period is for thirty days after the ef¬ 
fective date of incorporation. 

In the event of payment default by a subscriber, (a) some states permit 
the corporation to retain the amounts already paid in by the defaulting sub¬ 
scriber. But ( b ) most states provide that the forfeited stock shall be offered 
for public sale, or it may be privately sold; and in either instance the pro¬ 
ceeds remaining after deducting the amount due, discounts allowed the new 
purchaser, and expenses of resale shall be refunded to the defaulting sub¬ 
scriber. 

Subscriptions in the Balance Sheet. The balance sheet presentation of 
capital stock subscriptions may be briefed as follows: 

1. The subscriptions receivable may be shown as a current asset, under an 
appropriate caption, if the subscriptions normally will be collected in the 
near future. 

2. The subscriptions may be shown as a non-current asset if there is no in¬ 
tention of calling them in the near future; in this case the better practice 
is to follow item 3, below. 

3. The subscriptions must be deducted from the capital stock if there is no 
intention of ever calling them, so that total paid-in capital is not overstated. 

4. The subscriptions must be shown as capital deductions if there is a con¬ 
tingency with respect to their payment, such as payment only out of 
dividends declared on the stock. 

Discounts and Premiums on Capital Stock. In some states, original is¬ 
sues of capital stock may be sold at a discount; whereas, in other states, it is 
illegal to sell original issues below par. The legal ban on the sale of original 
issues of capital stock at a discount has led ( a ) to possible excessive valua¬ 
tions when properties and services are accepted in payment of subscriptions; 

( b) to treasury stock transactions; (c) to use of no-par value stock; (d) to 
failure to call for the last subscription installment by prior secret agree¬ 
ment; and (e) to asset manipulation, such as charging the discount to an as¬ 
set or to an expense. In those cases subject to the regulations of the Securi¬ 
ties and Exchange Commission, the requirements of the Commission must 
be met. And even if a corporation is not required to register with the Com¬ 
mission, the auditor must never permit subterfuges to hide discounts on 
capital stock. 

Capital stock originally sold at a discount may be issued as "fully paid 
and non-assessable”; it is fully paid as far as the corporation is concerned 
but not as far as the creditors of the corporation are concerned. If the cor¬ 
poration becomes unable to pay its debts, creditors may bring action to com¬ 
pel stockholders to pay the discount in complete or partial satisfaction of 
their claims. 
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Accounts with capital stock discount may be left on the books perma¬ 
nently or written off to a surplus account; it must never be charged to Profit 
and Loss. The better practice is to retain the account permanently, since a 
true presentation is then given of the amount paid in for the capital stock. If 
discounts are written off to a surplus account, the stockholders' liability is 
not thereby eliminated. 

If capital stock is sold at a premium, the premium represents paid-in 
capital. The amount may be retained permanently in the Premium account, 
or it may be closed to the Paid-in Surplus account or to the Capital Surplus 
account. 

Capital Stock Given for Assets Other than Cash. A board of directors 
may exercise its discretion in assigning values to non-cash assets and services 
acquired in exchange for capital stock; and, in the absence of fraud, courts 
will not interfere with the decisions. The requirements of the Securities and 
Exchange Commission are rigid, and excessive valuations in the financial 
statements of registrants are not permitted; they should not be tolerated in 
any financial statements. Outside of the jurisdiction of the Securities and Ex¬ 
change Commission, there are numerous cases in which tangible and intan¬ 
gible assets obviously are overvalued when taken in exchange for capital 
stock. The amount of the excess valuation over a reasonable figure results in 
watered stock. 

Stock Options Granted Employees. This type of option results from an 
agreement between the corporation and an employee that during a specified 
period the corporation will issue shares of its capital stock to the employees 
at a stated price and upon the election of the employee; usually, certain con¬ 
ditions must be met by the employee. In Accounting Research Bulletin No. 
37 the Committee on Accounting Procedure recommends that the value of 
the stock option be determined on the date the option right becomes the 
property of the employee because at that date the corporation has entered 
into a contract to issue the shares at the stated price. Present (1951) regu¬ 
lations of the United States Treasury Department provide that the value of 
the stock option be determined as of the date the option is exercised, to the 
extent that the fair value of the stock exceeds the amount paid for it. 

Redemption Premiums . Preferred stock is sometimes given a redemption 
price which is a few points in excess of the par value of the stock. The rea¬ 
sons for the redemption premiums are numerous, including an ostensible in¬ 
ducement to purchase the stock, the indirect faith shown by the issuing cor¬ 
poration, and the privilege of the corporation to redeem the stock without the 
necessity of affirmative action by the stockholders. The assignment of a re¬ 
demption figure is meaningless as far as value is concerned, for, in the event 
of liquidation and a dearth of assets to convert, the stockholders will receive 
less than the redemption figure. A redemption price in excess of par does re¬ 
duce the value of the common stock in the event of the redemption of the 
preferred stock or in case of liquidation. In connection with the redemption 
clause, some accountants favor the establishments of a reserve to care for 
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the redemption premium; whereas others—the author included—do not 
think it necessary. The purpose of most stock issues is to raise permanent 
capital, and redemption is not ordinarily contemplated. If a redemption re¬ 
serve has been created by action of the board of directors, the auditor should 
verify its correctness. If a portion of the outstanding issue has been acquired 
in the market at a price below the redemption price and has been retired, 
the redemption reserve should be adjusted downward to equal the total of 
the redemption premium necessary to acquire the remaining outstanding 
shares. In order to afford full balance sheet disclosure, a footnote or paren¬ 
thetical notation should be prepared for the redemption value of preferred 
stock. 

Premiums paid upon the redemption of preferred stock should ordinarily 
be charged to Retained Income and not to Paid-In Surplus unless the paid- 
in surplus resulted from the original sale of this same stock at a premium. 
This practice is in accordance with an opinion of the Securities and Ex¬ 
change Commission, based upon the maintenance of proper distinction be¬ 
tween capital and income. Paid-in capital should not be used to absorb ex¬ 
penses or charges that should be deducted from income if retained income 
exists. 

Treasury Stock 

Treasury stock is capital stock of a corporation which was outstanding 
and has been reacquired by the issuing corporation. It has not been retired 
or canceled and is legally available for reissuance. The method of acquisi¬ 
tion by the corporation is immaterial to its creation; it may be acquired by 
purchase, by donation by stockholders, in settlement of a debt due the cor 
poration, or by stock subscription forfeiture. Legally, stock once fully paid 
and later reacquired by the issuing corporation may be resold at a discount 
without the purchaser thereof being subject to a discount liability. If stock 
once issued at a discount and later reacquired is sold at any price, the origi¬ 
nal liability for the discount still holds, in most states, provided the buyer 
has knowledge that the stock originally sold at a discount. However, state 
laws vary in this respect. Most state corporation laws stipulate that capital 
stock cannot be originally issued at a discount. 

ILLUSTRATION. In Ohio, stock cannot be issued at a discount until the 
corporation has been in existence for two years and unless good reason 
can be shown why the stock should be issued at a discount. A practice 
that smacks of subterfuge is to issue capital stock to the organizers and 
promoters of a corporation. This is legal, since stock may be issued for 
services. The stock is issued as fully paid, thereby eliminating the 
attachment of a liability for discount. The persons receiving the stock 
for services rendered then donate an agreed amount of their stock back 
to the corporation, which may resell it at any price, because treasury 
stock may be sold at a discount. Thus, the intent of the law is circum¬ 
vented by unscrupulous persons. 
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The general corporation laws of most states consider treasury stock as is¬ 
sued but not outstanding; the shares reacquired are "issued” to the corpora¬ 
tion, but they are not outstanding in the possession of a stockholder. Because 
treasury stock is not outstanding, it is not taken into consideration in the 
computation of the total number of voting shares. Treasury stock may be re¬ 
issued without violating the pre-emptive rights requirements of the corpora¬ 
tion laws of the states. 

The majority of states that permit corporations to acquire treasury shares 
limit the cost of the shares acquired to the amount of the retained income of 
the corporation. This limitation restricts the retained income available for 
dividends to the amount in excess of the cost of the treasury shares. This re¬ 
striction must be indicated in the balance sheet. 

The acquisition of treasury stock by the corporation has the same effect 
as the reduction of outstanding capital stock, with the exception that the 
corporate charter must be amended if a permanent reduction is to take 
place. The treasury shares may be held by the corporation, if state laws do 
not prohibit the practice, for as long as the corporation desires. 

Capital Stock in the Balance Sheet 

In the balance sheet, capital stock should be shown in such a manner that 
there are clearly shown for each class the total authorized shares, the par or 
stated values, the outstanding shares, the unissued shares, the treasury stock, 
and the dividend rates. Cumulative dividends in arrears should not be ac¬ 
crued in the ledger accounts, but the amounts should be indicated by a foot¬ 
note to the balance sheet. The requirements of regulatory bodies, the cor¬ 
porate code of regulations, and the actions of the board of directors as 
recorded in the Minutes Book of that body should be studied and followed 
in order correctly to establish capital stock in the balance sheet. 

CORPORATE PROPRIETORSHIP 
Preferred stock, authorized, 1,000 shares of $100 par; 


issued and outstanding, 700 shares . $ 70,000 

Common stock, authorized and issued, 1,000 shares of 

$100 par .$100,000 

Retained income (including $5,250 restricted by 

purchase of treasury stock) . 42,600 

$142,600 

Less: Treasury stock, 50 shares at a cost of 

$105 each . 5,250 137,350 

Premium on preferred stock. 4,000 

Total Capital . $211,350 


Audit Program for Capital Stock 

The following program for the audit of capital stock is presented: 

1. Examine charter and minutes. 

2. Schedule each capital stock account. 

3. Vouch entries in capital stock accounts. 









PROPRIETORSHIP - 535 


Ch. 20] 

4. Account for all shares outstanding. 

5. Examine canceled certificates and related records. 

6. Determine treasury stock transactions. 

7. Reconcile dividends and stock outstanding. 

The procedures to be followed for capital stock are developed in the fol¬ 
lowing subsections. 

1. Examine Charter and Minutes. The auditor must be familiar with 
the state’s legal requirements relating to incorporation procedure, qualifica¬ 
tion of securities, issuance of capital stock at a discount, minimum amount 
per share for which no-par value stock may be issued, regulations pertaining 
to the acquisition or non-acquisition of treasury stock, requirements for the 
reflection of values received upon the issuance of capital stock, stockholders' 
records which must be maintained, imposition of transfer taxes, require¬ 
ments for minimum original paid-in capital, regulations pertaining to stock 
dividends, and all other requirements of the state. Important too are the re¬ 
quirements of stock exchanges and of regulatory bodies of the federal gov¬ 
ernment, particularly the Securities and Exchange Commission. 

The auditor must examine the articles of incorporation and any amenda¬ 
tory certificates, noting all important matters which affect the accounting 
and the audit—for example, (a) the precise names of the various classes of 
stocks; ( b ) the number of authorized shares of each class; (c) the par value 
per share of each class or the stated value for no-par shares; ( d) callable 
and redemption features; (e) the special rights of each class; (/) dividend 
features, normally and in the event of liquidation; and (g) all other matters 
of importance. 

The minutes books of the meetings of stockholders and of the board oi 
directors should be examined to determine policies and activities concerning 
authorized increases, decreases, retirements, and new issues of capital stocks, 
reserve creations, retirement of reserves, and dividend actions of the corpora¬ 
tion. Normally, increases in capital stock and retirements of capital stock are 
authorized or ratified by the stockholders. After capital stock has been is¬ 
sued, authorizations of the board of directors must be examined to ascertain 
that the proceeds of capital stock sales were applied in conformity with the 
authorizations if restrictive stipulations were inserted at the time of issuance. 

An understanding must be had of the rights and privileges of each class 
of stockholder with respect to cumulative features of preferred stock, the 
participation of preferred shareholders along with the common shareholders 
in extra dividends, redemption fund provisions, callable features, preferred 
stock priority in the event of dissolution, etc. Inquiry must be made of exist¬ 
ing stock options and stock warrants; balance sheet footnotes should state 
the conditions of each. It is a duty of the auditor to ascertain that all provi¬ 
sions and requirements of all capital stock issues are being fulfilled and to 
advise the client with respect to these matters. 

2. Schedule Each Capital Stock Account. In an initial engagement the 
auditor should prepare schedules analyzing each capital stock account from 
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the beginning of the business in order to determine the correctness of the 
balance at the beginning of the year under examination. This is not to be 
interpreted to mean that each transfer must be verified; it simply means 
that the analysis covers all increases in capital stock and the values received 
by the corporation, and all decreases and the offsetting credits. For the year 
under examination the schedule should be prepared, setting forth*the bal¬ 
ance at the beginning of the year—in terms of dollars and shares, showing 
the increases and decreases during the year, and concluding with the balance 
at the end of the year. 

A schedule for capital stock may be established as follows: 

SOUTHSIDE COMPANY 
Common Stock Schedule 
December 31, 1951 

(Authorized to issue, 50,000 shares; par $10 per share) 


Date 

Explanation 

Debit 

Credit 

Balance 
in Dollars 

Balance 
in Shares 

Feb. 4, 1940 

Cash 


$200,000 

$200,000 

20,000 

Mar. 3, 1945 

Earned surplus; stock dividend; 






50 per cent 


100,000 

300,000 

30,000 

April 1, 1951 

Cash 


200,000 

500,000 

50,000 


3. Vouch Entries in Capital Stock Accounts. Examination should be 
made of all entries to capital stock accounts to ascertain that they are correct 
and that they result in the reflection of capital stock in a proper manner for 
balance sheet presentation. 

The proceeds of all capital stock sold during the year under review must 
be traced through the records to the banks, just as any cash receipt is 
vouched. If property other than cash was received, receipt of the property 
must be vouched to the asset accounts. Overvaluations should be mentioned 
in the audit report, and the accountant’s opinion should be qualified to the 
extent necessary under the circumstances. Charges and credits to other ac¬ 
counts affected when capital stock is increased or decreased must be vouched 
to verify the values received and parted with and the causes for increasing 
or decreasing the capital stock amounts. 

When no-par value stock exists, it should be carried in the accounts at 
(a) the amount received for it, or ( b ) a stated or declared amount per 
share, with the excess over the stated amount being credited to Capital Sur¬ 
plus, that is, permanent capital. The laws of certain states stipulate a mini¬ 
mum issuance price per share for capital stock of a no-par value; when such 
laws exist, the auditor must examine the records to determine that the 
amounts credited to the no-par capital stock accounts have not fallen below 
the required minimum. If restrictive minimum-price laws do not exist, the 
directors may dispose of the stock at any price. The proceeds of each sale 
should be traced to the accounts to ascertain that the no-par capital stock 
accounts have been credited with the amount that is correct in accordance 
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with regulatory laws and with the recorded actions of the board of directors. 

No-par capital stock accounts should not be used as substitutes for sur¬ 
plus accounts, thereby receiving charges and credits not directly related to 
the capital stock accounts. 

Accounts must be inspected for the treatment of premiums received and 
discounts granted on the disposition of capital stock to determine that the 
premiums and discounts are not being amortized to Profit and Loss. When 
capital stock has been issued at a discount, has not been fully paid at any 
subsequent time, but is described in the records as fully paid, the auditor 
must be certain that laws are nor thereby violated. If they are, the client's 
attention must be directed to the matter. Where capital stock has been is¬ 
sued at a discount or at a premium, the balance sheet should portray this 
fact, unless these discounts and premiums have been written off to surplus 
by proper authorization of the board of directors. If discounts have been 
charged off for one class of stock, proprietorship available to the stockhold¬ 
ers of a different class of stock has been reduced. This may constitute unfair 
treatment of original stockholders of the different class who have paid par 
for their stock; therefore, the auditor must be certain of the legality of the 
transaction. 

Closely connected with the procedure discussed in the foregoing para¬ 
graph are the examination of subscription agreements and the inspection of 
the charges made when the Subscriptions account was credited, in order to 
ascertain that the capital stock was being paid for and to determine that the 
unpaid subscriptions were carried forward and were not being written off. 
Directors may be personally liable for authorizing the cancellation of un¬ 
paid subscriptions in violation of the original subscription contract, if au¬ 
thorization for the write-off does not appear in the minutes. If payments on 
subscriptions are in arrears, the client’s attention should be directed to this 
condition; and it should be appropriately commented upon in the audit re¬ 
port. 

4. Account for All Shares Outstanding. The auditor should ascertain 
that all stock certificates are accounted for; stock certificates are (a) issued, 
(h) canceled, or (c) unissued and on hand. 

If a company employs a capital stock registrar or a transfer agent (cor¬ 
porations with capital stock listed on major exchanges must employ both), 
the registrar or the transfer agent, or both, should be requested to confirm 
directly to the auditor the number of shares of each class of stock issued and 
outstanding at the balance sheet date. When a registrar and/or a transfer 
agent are employed, transfers of ownership of the stock are not requested, 
since the independent control is considered sufficient protection for purposes 
of internal control. The balance of the number of shares of each class of 
stock as reported by the registrar and transfer agent must be in agreement 
with the controlling accounts as shown on the General Ledger of the client, 
with respect to the number of shares. If the two balances are not in agree¬ 
ment, discrepancies must be located. The registrar’s confirmation with re- 
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spect to the number of shares outstanding must be verified by the auditor to 
assure him that an overissue does not exist for any one class. 

If a company does not employ a registrar or a transfer agent but main¬ 
tains its own capital stock records, the auditor must examine the stock cer¬ 
tificate stub books to determine the number of shares of each class of stock 
issued and outstanding. The total of the open stubs from the Stock Certifi¬ 
cate Book must be in agreement with the general ledger controlling account 
as to number of shares and with the sum of the subsidiary Stockholders’ 
Ledger, if one is kept. There must be no overissuance of any class of stock. 
The auditor should ascertain whether blank stock certificates are ever pre¬ 
signed by the proper officials and turned over to other officers for comple¬ 
tion and issue. Such a practice may constitute an invitation to fraud. 

In addition to the use of stock certificate stubs, it is advisable to carry sub¬ 
sidiary ledger records with the stockholders; then, at the termination of each 
fiscal period, a trial balance working paper may be prepared which can be 
checked with the certificate stubs and the controlling account. Large com¬ 
panies—or their registrars—frequently will carry subscription journals, sub¬ 
scription ledgers, installment ledgers, transfer journals, stock ledgers, and 
the Stock Certificate Book. Small companies simplify these records, many 
maintaining only the Stock Certificate Book. The verification of the transfer 
of shares between stockholders normally is not necessary if the issued and 
outstanding number of shares is in agreement between the controlling ac¬ 
count, the sum of the subsidiary ledger accounts, and the sum of the open 
certificate stubs. 

All certificate numbers should be accounted for, and missing numbers 
should be reported to the client. A confirmation may be obtained from the 
printer for the inclusive numbers preprinted on the certificates, in order to 
detect the issuance of certificates without entry. 

5. Examine Canceled Certificates and Related Records. All canceled 
certificates must be inspected and the number of shares totaled. The stock 
certificate stubs for certificates issued during the year should be totaled; the 
difference between those issued and those canceled, when added to or sub¬ 
tracted from the balance at the beginning of the year, will equal the bal¬ 
ance at the end of the year. Canceled stock certificates should be defaced in 
such a manner that they cannot be used again. 

ILLUSTRATION. The stock certificate books and transfer records are 
maintained by the company treasurer. One stockholder sold his holdings 
to another person. When the original certificate came to the treasurer 
for cancellation and issuance of a new certificate, the treasurer instructed 
his assistant to void the old certificate and file it. The assistant detached 
the power of attorney executed by the original holder, forged one trans¬ 
ferring the shares to himself, and used the certificate as collateral for a 
personal loan. The auditor discovered the fact that there was a missing 
certificate number, thereby starting the investigation that led to the ad¬ 
mission of the act by the assistant. 
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Canceled certificates must be inspected for endorsement by the transferor, 
and the transferor’s signature must correspond in all respects with the name 
on the face of the certificate; if the assignment form on the reverse of the 
certificate is blank, a power of attorney transferring ownership should be 
attached. When a certificate is Canceled, the name of the transferee should 
be inserted, either on the assignment form or on the power of attorney, if 
used. Frequently, neither the assignment nor the power of attorney is com¬ 
pleted because the securities are being used for loan collateral or because 
they are being kept in the safe-deposit box of a broker. 

Captital stock transfer tax stamps and original-issue tax stamps are at¬ 
tached to the stubs or to the canceled certificates and not to the issued certifi¬ 
cates. The auditor must see that the tax stamps have been affixed, and he 
should determine the accuracy of the amounts so affixed so that the client 
will not be subject to the penalties provided in the federal and state tax 
laws. Capital stock transfer taxes accrue at each original issue and at the 
transfer of title to a new stockholder. 

6. Determine Treasury Stock Transactions. In examining treasury stock 
transactions, the auditor must ascertain that the certificates are on hand, that 
they are not attached to their corresponding stubs, and that they are issued 
in the name of the corporation. The treasury stock certificates then should 
be listed on a working paper, indicating the certificate number and the num¬ 
ber of shares of each certificate. The certificate numbers appearing on the 
treasury certificates should be compared from year to year in order to detect 
unauthorized and unrecorded treasury stock sales and repurchases. 

The subsidiary Stockholders’ Ledger should contain an account with the 
treasury shares, the treasury shares being "issued” to the corporation. How- 
ever, since this stock is issued but not outstanding, dividends are not paid on 
it; and dividend examination must be made to be certain that dividends 
thereon were not paid. The exclusion from income of dividends on treasury 
stock is in accordance with the opinion of the Securities and Exchange Com¬ 
mission. 

Minutes books must be examined for authority to acquire and dispose of 
treasury shares. In some states the corporation laws specify the conditions of 
acquisition; in such cases the corporation laws serve as a guide to the au¬ 
ditor. The method of acquiring the treasury shares must be understood by 
the auditor, so that he can be assured that true treasury stock exists and that 
the company has the right to acquire it, and so that the reasons for acquiring 
it are clear. Entries must be examined for recording the acquisition and dis¬ 
position of treasury shares, and these entries must follow accepted practices. 
The authorizations for the purchases and sales of treasury stock must be 
completely vouched to the Treasury Stock account and to the cash records, 
in terms of shares and prices, not only to determine that the acquisitions and 
dispositions are in accordance with proper authority but also to determine 
gains or losses on resale. 

Some accountants believe that treasury stock may be shown as an asset 
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if the intention of the company is to resell the stock. Because treasury stock 
is so closely related to the proprietorship of a company, the author is of the 
opinion that treasury stock should never be shown as an asset, regardless of 
intention. 

Treasury shares should be carried in the Treasury Stock account at cost. 
If treasury shares are sold, the difference between purchase price and sales 
price is a capital account adjustment. If treasury stock of a par value is can¬ 
celed and retired, it should be retired at par; and any difference between par 
value and cost to acquire the stock should be transferred to capital. If treas¬ 
ury stock of no-par value is canceled and retired, one of the two following 
methods may be followed: 

a) Charge the Capital Stock account at the actual original issuance price and 
charge or credit Capital Surplus for the difference between that figure 
and the cost to acquire the stock. Theoretically, this method is perfect; 
but when identification of the originally issued shares becomes impossible, 
the practical considerations render its use impossible. 

b) Charge the Capital Stock account at the average issuance price; and charge 
or credit Capital Surplus for the difference between that figure and the 
cost to acquire the stock. This meihod is recommended. 

Occasionally, fixed assets are acquired for treasury stock. If so, the auditor 
should verify the valuation placed upon the assets; he should insist that the 
assets be captalized at no more than the cash realizable value of the treasury 
stock given in exchange, since this conforms to recognized accounting pro¬ 
cedure. Cases involving overvaluations should be brought to light in the 
audit report and the opinion qualified. 

7. Reconcile Dividends and Stock Outstanding. Dividend lists must be 
prepared by the corporation or by the corporation’s transfer agent, if one is 
maintained. The dividend lists for the year should be footed and the totals 
compared with the control account balance or with the totals of the Stock¬ 
holders’ Ledger. This affords an additional verification of correct issuance, 
a guard against overissuance, and an additional verification of the total 
credit to Cash. 

Standard No. 25 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standard for capital stock is presented: 

No. 25: Capital Stock. "As of the balance sheet date, by appropriate 
means, there must be determined the number of shares of each class of 
capital stock, their par or stated values, and the preferences—if any—sur¬ 
rounding each class. The appropriate means of these determinations include 
examination of stockholders’ records and confirmations from transfer agents 
and/or registrars. In addition, it must be determined that permanent in¬ 
creases or decreases in authorized capital stock, rights, options, and conver¬ 
sion privileges granted or exercised during the period under examination are 
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in conformity with proper corporate authorization and statutory require¬ 
ments.” 

Internal Control Questionnaire for Corporate Proprietorship 

The internal control questionnaire for corporate proprietorship is pre¬ 
sented in Illustration 69 . 


Illustration 69 




INTERNAL CONTROL QUESTIONNAIRE 

Corporate Proprietorship 



Nut 


Yt B 

No 

Applicablt 





1 Doch the client emplnj an independent transfer agent fur capitil 




8l ) L k? 




2 I) ies thr i In nt e ipluv in indipendent re sirai fi r capital stoik? 




J IF the iliLnt d is nut r nplo\ an indtf t lunt irmsfer agent or 




rupistrir 




a ) Art* unissued striik lertifniitj in the p sntssi n of in ofliccr? 




b) Art Ht tk iLMificitiB evei signed in id\ inu nf issu mie ? 




r) Are lu ml slink LerlilHalu and ni Hr lung slul s prLnumhered 




1 i the i rmter? 




d) Art i n ielid si »lU urnhe itefi pr ptrlv vuidid? 




4 D r in nidi pLndmi igent p n tl t dividends? 




5 IF tit imlt.peiuh iii piri> dorB not s t r\ t is ignit fir paving dm- 




dends, is pr per c mini cxcrtisednvu dmd ndiliiquesf 




(j Are iiiil 1 unit d dmdtnd imnunts pr ptilv 1 uidh d 




a) When rt-iurnid b> the dividend p mug t) tnl? 




b) Wlun i divide nJ p u uif ignit is n l empl \ed ? 




7 Is the di\idtnd h ink in mint regularly rLir nultd 




ct) Hv a person who docs m l maintain ihr div idtnd records? 




/;) By i person who doLs not null tin dividend cheques? 




S Dues the Limit (if Mine is no registnr) rtguhrly reumcile the 




number if shares outstanding uLirdinf. lu the stnckhnlders’ rec- 




ords with the contn 1 aununt b ilance in terniH of shares? 




■) Art ri venue si mips pripeilv itlixed l ) the LcrlificalL Btuhs? 




10 If capital stuck is ever exchanged fur assets other than cash, ib 




proper valuation applied lu the ABBets so received? 




11 Refer lu QuesU m 10 Has lilt SeiuriliCB and 1 xchangc CoinmiBBinn 




rvei rcjLLted sut.h valuations? 







" 








QUESTIONS AND PROBLEMS 

I. Outline the procedures to be followed in the verification of the capital stock 
of a corporation, assuming that the authorized capital stock had been in- 
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creased during the year under examination and that one half of the addi¬ 
tionally authorized shares had been sold: 

a) If the company employs a capital stock registrar. 

b) If the company does not employ a registrar. 

2. The Randall Company employs a registrar for its capital stock. In your 
annual audit of the records of the company, you requested that a confirma¬ 
tion be obtained from the registrar stating the number of shares of each 
class of capital stock outstanding at the balance sheet date. Does the regis¬ 
trar’s confirmation constitute final evidence of the correctness of the out¬ 
standing shares? If it does, or if it does not, would you perform additional 
work on the'capital stock accounts on the books of the corporation? 

3. a) During the course of the audit of the records of the Lloyd Company, you 

verified the balance of the Common Stock controlling account with the 
sum of the stubs in the Stock Certificate Book and with the share bal¬ 
ances in the subsidiary Stockholders' Ledger. Three months after com¬ 
pletion of the audit, it was discovered that all the common stock 
outstanding at the balance sheet date had not been accounted for. What 
are the possibilities that might lead to such a situation? 
b) The Prescott Company was incorporated on February 1, 1951, with 
authorized capital of 100,000 shares of common stock of a par value of 
$10 per share. During the course of your audit of the records of the 
company for the period ended December 31, 1951, the addition of the 
outstanding shares according to the certificate stubs showed a total of 
84,000 shares outstanding. The general ledger Common Stock account 
was as follows: 


February 10, 1951, cash, 30,000 shares .$300,000 

May 10, 1951, cash, 40,000 shares . 400,000 


a) Name two possibilities which may have caused the share difference. 

b) How might you detect the cause of the discrepancy? 

4. During the early part of the year 1951, your client, the Red way Company, 
contemplated a reduction in the number of shares of its authorized capital 
stock. 

a) You are requested to outline the procedure that the company must fol¬ 
low in order to effect the reduction. 

b) At the end of the year 1951, you returned to perform the annual audit 
of the company’s records and noted that the share reduction had taken 
place. What are your duties with respect to the capital stock in view of 
this reduction? 

5. The owners of the 6 per cent, non-cumulative preferred stock of the O’Meara 
Company request an audit of the books of the company to ascertain whether 
their interests are properly protected. What three items would you par¬ 
ticularly watch? 

6. The Omaha Company, your client, called you in for advice in the following 
matter. The capital stock of the company has a par value of $1.00 per share. 
The market value of the stock is $12 per share. The company issues stock 
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to its officers and employees as partial compensation for services rendered; 
the compensation plans are as follows: 

a) This represents a straight bonus, which is authorized by the board of 
directors upon the recommendation of the president. 

Under this plan, if an employee were voted a bonus of $1,200, he 
would receive 100 shares of stock on the basis of a market value of $12 
per share. 

Should income be charged with 100 shares at $1.00, that is, $100, and 
the Capital Stock account credited at par; or should income be charged 
for $1,200, Capital Stock credited for $100, and Capital Surplus credited 
for $1,100? 

b) The sales manager has a contract wirh the company under which he 
receives a salary, and he also has the privilege of purchasing not more 
than 1,000 shares of stock per year at $6.00 per share. When the contract 
was executed, the market value was $4.00 per share; it is now $12 per 
share. 

Should Cash be charged at $6.00 per share and Capital Stock credited 
at $1.00 per share and Capital Surplus credited for $5.00 per share? 
Should Cash be charged at $6.00 pv share, Profit and Loss for $6.00 per 
share, with credits to Capital Stock at $1.00 per share and to Capital 
Surplus at $11 per share? 

7. The capital of the Bradley Corporation is represented by 100,000 shares of 
no-par capital stock, with a stated value of $5.00 per share, paid-in surplus 
of $750,000, and retained income of $180,000. The company authorized 
its employees to subscribe to its capital stock at $13.50 per share, the amount 
of each subscription to be paid through payroll deductions over a period of 
10 months. Subscriptions for 10,000 shares were received from employees. 
At April 30, 1951, payroll deductions applicable thereto had been made in 
the aggregate of $108,000. 

During the preceding six months the company had purchased in the 
open market shares to be used for issuance to the subscribing employees when 
their payments had been completed. At April 30, 1951, it held 8,000 shares 
purchased at an average outlay of $13-20 a share. 

State two methods of showing the shares thus acquired on the company's 
financial statements as of April 30, 1951; explain the theory underlying 
each method. 

8. The Northwood Company was incorporated in 1951, with an authorized 
capital consisting of two classes of common stock: Class A, 10,000 shares 
of a par value of $50 per share; and Class B, 50,000 shares of a par value 
of $10 per share. Voting privileges were the same for both classes, but 
dividend stipulations differed for the two in a respect that has no signifi¬ 
cance as far as this problem is concerned. During 1951, 5,000 shares of 
Class A were sold at par; and 25,000 shares of Class B were sold at par. 
The capital stock accounts on the books of the company show a credit for 
$500,000 for the stock sold. The sum of the stubs in the certificate books 
disclosed that 50,000 shares of both classes were issued. From the Stock¬ 
holders' Ledger, the auditor ran an adding machine tape of the number of 
shares issued; and his total agreed with the 50,000 shown in the Stock 
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Certificate Book. He therefore assumed that everything was in proper order 
and proceeded to prepare his balance sheet and his report. In what respect 
did the auditor fail to perform his proper duties? How should the stock 
be shown in the balance sheet? What probably was wrong with the Stock 
Certificate Book? 

9- The capital section of the balance sheet of the Tyler Company, December 31, 


1950, appears as follows: 

Preferred stock, 6 per cent, $100 par, 5,000 shares.$ 500,000 

Equity of common stock, 50,000 shares, no par. 3,BOO,000 

Total Capital . $4,300,000 


One year later, the capital section appears as follows: 

Preferred stock, 6 per cent, $100 par, 4,500 shares.$ 450,000 

Equity of common stock, 60,000 shares, no par. 5,150,000 

Total Capital .$5,600,000 


Below are given certain transactions which took place in 1951. From the 
information given above and below, and as a result of your audit, redraft 
the capital section of the balance sheet as of December 31, 1951. 

a) The additional 10,000 shares* of no-par common stock were sold at $60 
per share. The stated value of all no-par common stock is $40 per share. 
The first 50,000 shares were issued at $50. 

b) Profits for 1951 were $665,000. 

c) The 500 shares of preferred stock were purchased for the treasury at 
$110 per share. 

d) Fixed assets were written up $300,000. 

e) Dividends paid in 1951 were as follows, preferred, $30,000; and com¬ 
mon, $1B0,000. 

/) The first entry to create a reserve for sinking fund should be for 

$ 100 , 000 . 

g) The Minutes Book required a contingency reserve of $500,000. 

10. The Larabee Company allowed its employees to subscribe to its capital stock 
on an installment basis. The number of employees and the shares subscribed 
by each were as follows: 


Number Df 
Employees 

Shares 
Subscribed 
by Each 

Total Shares 

5 

1 

5 

10 

2 

20 

25 

5 

125 

10 

10 

100 

10 

25 

250 

2 

50 

100 

2 

100 

200 

64 


BOO 
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After all subscriptions had been paid, the company distributed pro rata 
352 additional shares as a special bonus or donation. No fractional shares 
were to be issued. Employees entitled to less than one-half share received 
from the company an equivalent in cash at {50 per share; employees 
entitled to more than one-half share paid the company at the same rate 
for the scrip necessary to round out their holdings. No deviation from the 
plan was permitted. 

Prepare (a) a columnar schedule showing the number of shares sub¬ 
scribed by and distributed to each employee, the fractional shares bought * 
or sold, and the cash paid or received by him; and ( b ) a summary of the 
schedule, showing aggregates. 

11. This is your first audit of the Reedy Company. The company acts as its 
own registrar and transfer agent. The company was incorporated in 1927. 
You examined the incorporation certificate and found that 10,000 shares 
of 6 per cent preferred stock, par {100, and 10,000 shares of common stock, 
par {100, were authorized. Then you examined the bylaws and the minutes 
books and found that the preferred and common issues were authorized 
by both the directors and the stockholders of the company. 

You prepared an analysis of all capital stock accounts and found that 
8,000 shares of the preferred stock were issued and that all of the common 
stock was issued. The common stock was issued as follows: 


Date 

Explanation 

Amount 

Feb 10. 1927 

2,000 shares for cash 

$ 200,000 

Nov. 2, 1927 

2,000 shares for cash 

200,000 

Dec 5, 1932 

2,000 shares, a 50 per cent stock dividend 

200,000 

April 8, 1936 

1,000 shares for cash 

100,000 

Jan 10, 1946 

700 shares, a 10 per cent stock dividend 

70,000 

May 16, 1950 

2,300 shares for cash 

230,000 



$1,000,000 


Dividends have been paid regularly on both the preferred and the com¬ 
mon stock. The debits for the common stock dividends were all uniformly 
made to Retained Income, and you verified each one. You traced all cash 
received for issuance of both preferred stock and common stock to the 
Cash Receipts Book and into the bank. After doing this, you called for all 
stock certificate books and found that all certificates were serially numbered 
and that all canceled certificates had the transfer tax stamps attached, were 
pasted to the stub of the certificate, and were mutilated so that they could 
not be re-used. The stubs contained the date of issuance of the certificate, 
the number of shares, cancellation date, and the new owner’s name. You 
totaled the certificates according to the preferred and common stubs, totaled 
the shares of preferred and common according to the subsidiary Stock¬ 
holders’ Ledger, found that they agreed, compared these results with the 
balance of the controls for preferred and common stocks, and found every- 
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thing in agreement. You then prepared working papers for both the common 
and the preferred stocks. 

Criticize the audit procedures followed in the verification of the capital 
stock. 

12. In your first examination of the records of the Pontiac Company, the auditor 
in charge of the engagement requested that you review the company’s 
capital stock, surplus, and reserve accounts. As a result of your review, you 
are to prepare the following: 

a) Working papers in columnar form, setting forth the balance sheet of 
the company at December 31, 1950; the transaction and adjusting 
entries; and the balance sheet at December 31, 1951. 

b) The complete journalization of the transaction and adjusting entries. 

c) The proprietorship and reserve section of the balance sheet at Decem¬ 
ber 31, 1951. 

At December 31, 1950, sundry assets of the company are {4,864,000; and 
the liability and capital section of the company’s balance sheet appears as 
follows: 

Capital stock, preferred, $10 par; authorized and 
issued, 10,000 shares: 


In name of stockholders, 9,000 shares 

.$ 

90,000 


In treasury, 1,000 shares at cost of 
per contra . 

115,000 

10,000 

$ 100,000 

Capital stock, common, nD-par value; 100,000 
shares authorized, of which 56,000 are in 
hands of public .$ 

224,000 


Paid-in surplus: 50 per cent on preferred stock 
originally issued . 

50,000 

274,000 

Current liabilities . 



3BB,000 

Reserves for: 

Uncollectible accounts receivable . . . . 

.$ 

2,000 


Plant extension . 


1,000,000 


Depreciation . 


384,000 


Fire and accident insurance . 


60,000 

1,446,000 

Surplus . 



2,671,000 

Total . 



$4,B79,000 


Additional data: 

1. On December 31, 1951, half of the shares of the preferred treasury stock, pur¬ 
chased in 1947 at $15 per share, were sold at $19 per share; the proceeds were 
credited to the Treasury Stock account. 

2. The preferred stock carries an annual dividend of $1.00 per share, and the divi¬ 
dend is cumulative. At December 31, 1950, unpaid dividends attaching to each 
share amounted to $5.00, all of which was liquidated on April 1, 1951, by is¬ 
suing to preferred shareholders 9,000 shares of the common stock Dn which had 
been placed a stated value of $5.00 per share. 

3. A cash dividend of $1.00 per share was declared to preferred stockholders of rec¬ 
ord as of December 1, 1951, payable on January 1, 1952. 

4. Balances in the Reserve for Uncollectible Accounts and in the Reserve for De¬ 
preciation were $6,300 and $401,000, respectively, at December 31, 1951. 

5- The reserve for plant extension was established in the preceding year by a charge 
to Surplus. The intent was to set aside profits for future development. In the current 
year the amount of $500,000 was also charged to surplus and added to the reserve. 
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6. Plant extension costs of $285,000 were charged to income in the year 1951. 

7. The fire insurance reserve was increased during the year by a further provision of 
$10,000, charged to income. 

8. The fire insurance reserve was decreased by $2,000, which represented the cost, 
less $400 depreciation, of a building destroyed by fire on December 15, 1951. 
Additional costs arising out of the fire and not yet appearing on the books, for 
injuries to persons, are expected to aggregate $1,500. 

9. Surplus, as shown on the December 31, 1950, balance sheet, consisted of the 
value, in 1940, of a donated plant site, amounting to $134,000; gains of $6,300 
from the purchase and sale in 1948 of 2,000 shares of preferred treasury stock; 
and retained income of $2,530,700. 

13. The following information is an analysis of an account entitled Treasury 

Stock, the balance of which appears as an asset in the amount of $37,256 

on the June 30, 1952, consolidated balance sheet of the Preston Company: 


Item 

Date 

Explanation 

Debit | 

Credit 

<0 

Jan. 4,1942 

Capital stock of Preston, Inc., the prede- 





cessor company, dissolved after reorgani- 





zation on January 4, 1942 

$ 5,000 


0 

Jan. 4, 1942 

All of the capital stock of Ohio Preston, a 





wholly-owned subsidiary, established in 





1935 

15,200 


0 

Jan. 4, 1942 

Common stock, 140 shares, acquired at par 





and reserved for employee bonuses; 40 





shares were issued in 1945 and 53 shares in 





1949, leaving 47 shares on hand 

14,000 


<0 

May 31, 1944 

Preferred stock, 3B shares (par $100), repur- 





chased from the president at $115 per 





share; originally purchased by him in 1942 





at the issuance price of $103 per share 

4,370 


0 

Dec. 15, 1947 

Common stock, 276 shares, repurchased in 





open market at $35 

9,660 


/) 

Dec. 31, 1950 

Common stock, 25} / 2 shares, representing 





fractional shares remaining undistributed 





from a stock dividend; total par value 


$ 2,550 


Feb. 2, 1951 

Sold for cash B1 shares of common stock re¬ 





purchased in 1947 at $104 per share 


B,424 

0 

June 30, 1952 

Balance 


37,256 




$48,230 

{4B.230 


Comment briefly on each of these items, setting forth ( a ) the corporate 
action which should have been taken, ( b) the additional information re¬ 
quired before disposing of each item, ( c ) how the accounts should be 
adjusted, and ( d) how the amounts should be shown in the balance sheet 
of the Preston Company. 






* 

PROPRIETORSHIP (CONTINUED) 

RETAINED INCOME; CAPITAL CONTRIBUTED IN EXCESS OF PAR 
OR STATED VALUE OF CAPITAL STOCK; APPRECIATION OF ASSETS 

Recommendations of the American Institute of Accountants 

For many years there has been a movement within the accounting profes¬ 
sion for the discontinuance of the term "surplus.” In October, 1949, the 
Committee on Accounting Procedure of the American Institute of Account¬ 
ants, in Accounting Research Bulletin No. 39, approved the recommenda¬ 
tion of the Subcommittee on Terminology that the use of the term "surplus” 
be discontinued. This action is approved by the author, but with the recom¬ 
mendation that suitable descriptive titles for the other classes of proprietor¬ 
ship be developed. The following suggestions are offered: 

Old Terminology New Terminology 

Earned surplus.Retained income 

Capital surplus .Contributed capital in excess of par or 

stated value of capital stock 

Appreciation surplus.Appreciation of assets 

Surplus (all above classes) .Excess of net assets over capital stock 

Although these changes are recommended, in this section of this book 
the older and commonly used titles—except earned surplus—will be ex¬ 
tensively used, for the following reasons: ( a) it is not possible to force a 
change until it has been universally accepted; ( b) there is no generally pre¬ 
ferred agreement for the new titles; and ( c ) if one particular title is used 
here, many persons would prefer others. In other words, the author does not 
consider the present moment to be the time for a complete change through¬ 
out this section of the book. A continued development of the research of re¬ 
cent years, dissemination of additional knowledge and information, and 
the testing of "surplus” titles and methods of presentation within the bal¬ 
ance sheet will lead to a better understanding and presentation of—"sur¬ 
plus.” 


54B 
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General Comments 

The excess of net assets over capital stock should be divided into its 
proper types within the ledger and should not be grouped into one over-all 
account; and each type should be set forth properly in the balance sheet, ac¬ 
companied by proper description. To designate the excess of the net assets 
over the capital stock as "surplus” is just as meaningless as it would be to 
designate all assets simply as "assets” without showing classifications and 
types. For account usage and for financial statement purposes, "surplus” 
should be divided into the following: 

1. Earned surplus: retamed income 

2. Capital surplus: amounts received in excess of the par or stated value of 
capital stock 

3. Appreciation surplus: asset appreciation 

As a part of retained income, there are reserves or appropriations, con¬ 
sidered later in this chapter. 

None of the surplus accounts should ever be used to absorb charges that 
rightfully belong to an expense account, in order that a better operating 
condition may be shown in the income statement; likewise, no surplus ac¬ 
count should receive direct normal income credits. The surplus accounts are 
not substitutes for expense and income accounts. 

When consolidated statements of affiliated companies are in existence, 
the auditor must remember that the retained income of the subsidiary com¬ 
pany which was earned before its acquisition by the parent company is not a 
part of the consolidated capital. The Investment account on the books of the 
parent company must be eliminated against the capital stock and the ac¬ 
quired retained income of the subsidiary company. If intercompany profit 
exists, it must not be taken up in the consolidated capital; if the fixed assets 
are finally sold to a buyer who is not a part of the consolidation, then the 
profit or loss on the sale should be taken into the consolidated capital. 

It must be remembered that, in an audit of the excess of net assets over 
capital stock, a clear and concise understanding must be obtained of the 
sources, legitimacy, reasonableness, and accuracy of the accounts and of the 
existence of legal or voluntary restrictions placed upon the items. 

Retained Income (Earned Surplus). Retained income represents the bal¬ 
ance of net profits, income, and gains of a corporation from the date of in¬ 
corporation (or other named date) after deducting losses and after deduct¬ 
ing distributions to stockholders and transfers to capital stock accounts. If 
a correct amount of retained income is to be shown, assets, liabilities, paid-in 
capital, expenses, and income must be correctly handled; also, the auditor 
must ascertain the correctness of all reserves before the accuracy of the 
amount of retained income can be established. If the auditor is satisfied that 
all of these items are correct, then he is confident that the retained income 
is correct. 
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State laws are not particularly rigid in specifying the sources of retained 
income and its disposition. In some cases, 'retained income 1 ’ is created by 
reducing the value per share of the capital stock; in this manner, "surplus” 
is created, out of which dividends may be declared. The truth is that divi¬ 
dends are being paid from originally contributed capital. Companies not 
maintaining a Capital Surplus account must charge losses on capital transac¬ 
tions to the Retained Income account, but gains should be credited to Capi¬ 
tal Surplus. 

Entries in the Retained Income account, assuming that other surplus ac¬ 
counts are in operation, normally consist of charges for dividends, charges 
for retained inccJme reserve creatidns, charges for operating and non-operat¬ 
ing losses, and credits for operating and non-operating profits. Debits and 
credits for adjustments and corrections of preceding years also appear. Some 
companies establish a Surplus Adjustment account to receive these miscel¬ 
laneous entries and then close the balance of the Surplus Adjustment ac¬ 
count to Retained Income at the close of the accounting period. 

Retained income may be (a) free and available for dividends or (b) ap¬ 
propriated for certain specific purposes. The propriety and adequacy of all 
reservations of retained income must be ascertained before the auditor can 
feel confident that the amount of the retained income is correctly stated. He 
must watch carefully to determine that similar transactions have been han¬ 
dled consistently each year; for instance, if a reserve for contingencies was 
created out of retained income in one year, it should be created from the 
same source each time it occurs; if profits from the sales of securities held as 
temporary or permanent investments were credited to Profit and Loss one 
year (as they should be) and then closed to Retained Income, they should 
not be credited directly to Retained Income or any other capital account in 
another year. Stock dividends result in the reduction of a surplus account, 
usually Retained Income; when this situation arises, the auditor must verify 
the reduction by referring to the authorization transferring a certain amount 
per share to the capital stock accounts. In the event that dividends are in 
arrears on cumulative preferred stock, or in the event that preferred stock¬ 
holders participate in dividend distributions along with common stockhold¬ 
ers, the auditor should design his statements so that the amounts of retained 
, income available to each class of stockholder are shown. 

In the event that a corporation has charged off a retained income deficit 
to Capital Surplus, the date of the beginning of the new retained income 
should be indicated in the financial statements. The Securities and Exchange 
Commission has recommended that for a reasonable number of years the 
financial statements should indicate the amount of the deficit so charged to 
Capital Surplus. This indication serves no purpose other than that of general 
information. 

Capital Surplus. Capital or paid-in surplus is the balance of the increases 
and decreases in capital which result from transactions between the corpora¬ 
tion and its shareholders which are not entered in the capital stock accounts. 
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The major distinction between capital surplus and retained income is that 
capital surplus results from transactions between the corporation and its 
shareholders involving the capital stock of the corporation, whereas retained 
income results from transactions between the corporation and outsiders 
which are based on the activities for which the corporation is organized. 

In general, capital surplus and paid-in surplus are synonymous. Nar¬ 
rowly defined, capital surplus includes the following: gains on the acquisi¬ 
tion and disposition of treasury stock; amounts received from stockholders 
when capital stock assessments are levied, if the assessments are not on 
stock sold at a discount and therefore to be credited to a discount account; 
increases brought about by the conversion of capital stock from one class to 
another; the amount realized upon subscription forfeiture, if the amount 
paid in is not returned to the defaulting subscriber; devaluation of capital 
stock; and changes from par to no-par value stock. Narrowly defined, paid- 
in surplus arises from the sale of par value stock at a premium and the sale 
of no-par value stock at a price above stated value. Both capital and paid-in 
surplus represent permanent capital—as permanent as the amounts received 
for capital stock directly. In some companies, charges and credits to Capital 
Surplus can be made only upon authorization of the board of directors. 

The Capital Surplus account should not be used to reduce expense 
charges of the current year or of future years. If a deficit exists in Retained 
Income, there is no objection to charging it off to Capital Surplus, if the 
stockholders approve such action, and if the new retained income is dated. 
This action is permissible in a quasi reorganization on the theory that a com¬ 
pletely reorganized company would be relieved of a similar deficit. The fi¬ 
nancial statements after a quasi reorganization should include full disclosure 
of all actions taken. In order to begin business with a "surplus,” and in order 
to have a "surplus” as a cushion to absorb losses of early years, a corporation 
may credit to Capital Surplus (a) any premiums received on the sale of 
originally issued capital stock, ( b ) any amounts received in excess of the 
stated value of no-par stock, or (c) voluntary assessments. The use of the 
Capital (Paid-In) Surplus account to absorb losses is, of course, a poor prac¬ 
tice, since it does not portray an accurate condition. The use of no-par stock, 
then, offers a newly organized corporation an excellent opportunity to create 
a surplus prior to operations simply by assigning to the no-par stock a stated 
value less than the sale price of the stock. Capital surplus represents origi¬ 
nally invested capital; it follows, therefore, that dividends should not be 
paid therefrom; from the standpoint of sound accounting principles, origi¬ 
nally invested capital should be retained for distribution to creditors in the 
event of financial difficulty. However, as a matter of practice and from the 
standpoint of legal considerations, dividends may be and are paid from 
capital surplus except in states that have laws prohibiting the practice or 
specifying the kind of capital surplus available for dividends. 

When stockholders donate shares of stock back to the corporation for re¬ 
sale by the corporation, when real or personal property is received by the 
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corporation as a gift, or when a liability of a corporation is forgiven, the 
capital surplus thus created constitutes a part of the invested capital and 
should not be available for dividends unless the donation was given specifi¬ 
cally for that purpose. A Donated Surplus account may be maintained, or 
the amounts may be credited directly to the Capital Surplus account. At the 
time of donation of capital stock, there is, of course, no realized increase in 
the capital of the corporation; the increase takes place when the donated 
shares actually are resold. However, it is not customary to suspend the credit 
until the sale takes place, although, theoretically, this should be done. Like¬ 
wise, if property or other assets are donated contingent upon the perform¬ 
ance of a stipulated act, the donated capital surplus is not actually realized 
until the requirements are fulfilled. 

Appreciation Surplus (Asset Appreciation ). Appreciation surplus is 
the result of recorded appreciation—arbitrary or well founded—of some 
asset. Since no profit has been realized, the balance sheet should definitely 
segregate ''surplus” created by revaluation; and this ’'surplus” should never 
be made available for cash dividends (stock dividends are permissible) or 
for the absorption of deficits, even though state laws may not prohibit the 
practice. Appreciation surplus occasionally is created so that an existing 
deficit may be charged against it in order to pave the way for the declaration 
of dividends. In such instances, full disclosure should be made in the audit 
report on all matters pertaining to appreciation surplus; and the opinion of 
the auditor should be qualified. The general corporation act of the state of 
Ohio requires that appreciation surplus be shown separately in the balance 
sheet. 

Based upon the assumption of sound reasons for the appraisal, as reflected 
in long-time increases in price levels or greatly increased usefulness, the 
author believes that depreciation should be charged to income on the gross 
reappraisal figure, in order to support the appraisal and to reflect a recoup¬ 
ment of the higher prices as charges against income. For purposes of the 
federal income tax, of course, only cost may be recovered. Writing up the 
asset to appraised value to reflect a change in price level implies that the 
increased amount expresses the basic fixed-asset requirement in new dollars; 
the source of the permanent invested capital in the proprietorship section of 
the balance sheet should be increased by a similar amount. This may be 
accomplished by permitting the Appreciation Surplus account to stand 
permanently or by capitalizing it in the form of a stock dividend. It is not 
wise to transfer the Appreciation Surplus account either piecemeal or in 
total to Retained Income because, as stated, recording the appraisal merely 
converts the fixed assets and capital into dollars at the higher price level 
prevailing at the date of the appraisal. Recording the appraisal does not 
realize income; neither does allocating the higher value figure to expense 
realize income as long as the high price level continues. 

In the face of the reasoning of the preceding paragraph, some account¬ 
ants still advocate a periodic transfer from Appreciation Surplus to Retained 
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Income equal in amount to the periodic depreciation on the appreciation. At 
best, such a transfer to Retained Income should be considered as appropri¬ 
ated surplus, for replacement of the asset presumably will be at a higher 
cost. Still other accountants regard appreciation surplus as a suspended 
credit which should be disposed of as ultimate circumstances dictate. 

Audit Program for Surplus 

The following program for the audit of surplus is presented: 

1. Schedule each surplus account. 

2. Vouch all entries in each surplus account. 

3. Ascertain restrictions on surplus. 

4. Ascertain authority for surplus distributions. 

The procedures to be followed for surplus are developed in the following 
subsections. 

1. Schedule Each Surplus Account. Each surplus account should be 
separately scheduled. In a first audit, Retained Income should be analyzed, if 
reasonable, from the inception of the account. The auditor musr ascertain 
that entries in the Retained Income account properly belong there and not 
in other accounts, particularly other surplus accounts. The sources of the 
retained income should be scheduled on the working papers, and the pro¬ 
priety of the sources must be above question. If a quasi reorganization has 
been effected, the former retained income cannot be carried forward under 
that title; a new account should be established and dated. 

The Capital Surplus account and the Appreciation Surplus account should 
be analyzed from their inception, and all charges and credits should be full} 
explained in the working papers. 

2. Vouch All Entries in Each Surplus Account. Retained Income. In 
a first audit the entries in the Retained Income account should be vouched 
for a sufficient number of prior periods to establish the accuracy of the 
account. Charges to the account should be properly supported by recorded 
actions of the board of directors for such items as dividend declarations and 
reserve appropriations. 

For the year under current examination, each charge and credit should 
be vouched in detail. The opening balance inserted on the working paper 
schedule should agree with the working paper balance of the prior year end; 
each charge and credit made during the year should be vouched by tracing 
each transaction to the book of original entry and by examining all support¬ 
ing evidence. In verifying debits and credits, it is necessary to ascertain the 
reasons, propriety, mathematical correctness, and proper method of record¬ 
ing. Thus, it is evident that an analysis of the expense and income accounts 
is essential to the determination of the correctness of the Retained Income 
account. 

Capital Surplus. It must be remembered that capital surplus represents 
permanently paid-in capital. In auditing capital surplus, the account should 
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be analyzed from its inception and entries completely vouched for the 
period under review. The entries in the account should be supported by 
proper authority, traced through the records, the reasons for the entries 
understood, and all documents examined. Capital surplus should appear 
only upon authorization of the board of directors. The auditor should always 
verify the source of capital surplus; if the account has been used to cover an 
operating deficit, adjustments should be made. If premiums and discounts 
from the sale of treasury stock or original issues of capital stock have been 
incorrectly carried to Profit and Loss, corrections must be made to transfer 
the premiums and discounts directly to Capital Surplus or to the proper 
premium or discount account. 

ILLUSTRATION. A public utility sold 400,000 additional shares of 
stock at a premium of $10 per share; the premium was properly cred¬ 
ited to a Premium on Common Stock account; the cost of selling the 
stock—$131,000—was improperly charged to an existing Capital Sur¬ 
plus account, the source of which was not related to the 400,000 shares 
issued. 

The auditor must be familiar with the laws of the state of incorporation 
to ascertain the permissibility of recording in Capital Surplus such transac¬ 
tions as the declaration of dividends when retained income is insufficient to 
cover the dividend; such dividends represent a return of invested capital. 
Many states do not prohibit dividends—cash or stock—from capital surplus; 
consequently, the accountant must verify the legality of this use of the ac¬ 
count. 

The auditor must verify the sources of donated capital surplus, and he 
must prepare an analysis of the account (if a separate account is maintained) 
for the period under audit or for the period of its existence in the event of 
a first audit. Comments must be made in the report in the event of the over¬ 
valuation of donated assets, and the opinion must be qualified. When treas¬ 
ury stock donations have been credited to a separate Donated Surplus 
account, all discounts upon the donated stock at the time of redisposal 
should be charged to the same account. The auditor must watch for situa¬ 
tions wherein capital stock was given in exchange for assets and part of the 
stock was donated back to the corporation. In such cases the value of the 
property received obviously was not the par of the stock given in payment, 
and the assets received should be written down in accordance with the 
market price of the stock donated back to the company. 

Appreciation Surplus. Appreciation surplus should be analyzed from its 
inception; all sources of the account should be verified, and each entry 
should be vouched in detail. The initial examination of this account usually 
is made in connection with the examination of the assets that gave rise to 
the account. In a repeat engagement the account is analyzed for the current 
year. 
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The accountant must ascertain whether depreciation is charged ( a ) on 
the original cost of the asset or ( b ) on gross reproduction cost new. 

ILLUSTRATION. Assume that, after an asset appraisal as of Decem¬ 
ber 31, 1951, but before the recording of depreciation, the account 
balances were as follows: 


Building, at cost .$500,000 

Building appreciation per appraisal . 100,000 

Allowance for depreciation, based on cost. 125,000 

Allowance for depreciation on appreciation ... 25,000 

Appreciation surplus . 75,000 

Reserve for replacement of building. 25,000 

Age at December 31, 1951 . 5 years 

Estimated remaining life. 15 years 


Depreciation Expense Based on Cost. The entries at December 31, 
1951, and for each of the following fifteen years will be as follows: 


Depreciation Expense, Building.25,000 

Allowance for Depreciation of Building 

(Cost) . 25,000 

Annual depreciation: 5 per cent of $500,000. 

Appreciation Surplus . 5,000 

Allowance for Depreciation of Building 

(Appreciation) . 5,000 

Annual depreciation: one fifteenth of $75,000. 

Retained Income . 5,000 

Reserve for Replacement of Building . 5,000 


Retained income appropriated in an amount equal 
to the annual depreciation on the appreciation. 

At the end of the fifteenth year (twenty in total), the sum of the 
two allowance for depreciation accounts will be $600,000, the sum of 
the cost of $500,000 plus the appraisal excess of $100,000. The Appre¬ 
ciation Surplus account will be eliminated, and the Reserve for Replace¬ 
ment of Building will have a balance of $100,000. This method is not 
preferred (see p. 552). 

Depreciation Expense Based on Reproduction Cost New (Pre¬ 
ferred) . The entries at December 31, 1951, and for each of the follow¬ 
ing fifteen years will be as follows: 


Depreciation Expense, Building .30,000 

Allowance for Depreciation of Building 

(Cost) . 25,000 

Allowance for Depreciation of Building 

(Appreciation) . 5,000 


Annual depreciation on $600,000 at 5 per cent. 

At the end of the total life of twenty years, the total of the two 
allowance accounts will be $ 600 , 000 , the sum of the cost plus the ap¬ 
praisal excess. At the end of the twentieth year the Appreciation Surplus 
account will still contain a credit balance of $75,000, and the Reserve 
for Replacement of Building account will contain a credit balance of 
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125,000. These amounts should not be transferred to Retained Income 
because, so long as the price level remains high, they represent a main¬ 
tenance of invested capital and not an increase of invested capital. The 
Appreciatiqp Surplus account may be transferred to the Reserve for 
Replacement of Building account. 

Discovery Surplus. In an extractive industry, if the discovery surplus is 
recorded by a charge to the property accounts and a credit to Discovery 
Surplus, the discovery surplus should be treated in the same manner as 
appreciation surplus. 

In many instances the discovery value of extractive industry properties 
may be greatly in excess of the cost of the properties, and it may appear 
reasonable to reflect the present values of the future incomes in the balance 
sheet in order to make that statement a reasonable measure of value. The 
balance sheet must contain a statement of original cost. 

The auditor should examine the reports of the geological survey; he 
should then verify the accounts in order to ascertain that the discovery values 
reflected therein are within the limits of the quantities indicated in the sur¬ 
vey report. Depletion charges must be verified on the basis of quantities 
removed. 

3. Ascertain Restrictions on Surplus. All restrictions must be fully 
understood, verified, and afforded full disclosure in the financial statements 
and in the audit report. 

ILLUSTRATIONS. Restrictions may be exemplified as follows: (a) A 
board of directors voluntarily may appropriate retained income for con¬ 
tingency reserves for future anticipated declines in inventory prices; 

( b) by contract, the board of directors may be obligated to restrict 
retained income by the creation of a reserve for sinking fund; (c) by 
law, a board of directors may restrict retained income resulting from 
treasury stock purchases. 

Upon the completion of the transaction for which the restriction is made, 
the auditor must determine that the reserve has been returned to the Re¬ 
tained Income account. A discussion of surplus adjustments with the proper 
officers often proves enlightening. 

4. Ascertain Authority for Surplus Distributions, No type of surplus 
should be distributed without proper action of the board of directors and/ or 
the stockholders, with the exception of the absorption of the loss of a current 
year. The auditor must ascertain that the authorized distributions do not 
violate the legal or contractual items indicated in section 3, above. After 
the board of directors has provided for all of these items, it has the discre¬ 
tionary power to distribute retained income as it desires, in the absence of 
fraud and discrimination. When dividend declarations are made, the declara¬ 
tion—unless otherwise specifically stated—is from the most recent profits 
transferred to retained income. The minutes of the board of directors should 
always indicate the source of dividends and all other distributions. 
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Dividends 

The following factors must be considered in the proposed declaration and 
payment of a dividend: 

1. The condition of the retained income 

2. The amount of available cash 

3. The necessity for available cash in the future 

4. Anticipated business conditions 

5. The amount of unissued capital stock and treasury stock available for stock 
dividends 

Once publicly declared, a dividend payable in cash, investment securities, 
or scrip becomes a liability of the corporation which cannot be rescinded 
unless the stockholders agree; and those not agreeing to the rescission must 
be paid. A declared stock dividend may be rescinded by the declaring board 
at any time prior to the payment of such a dividend. If a cash dividend is 
legal, a dividend in any other form likewise is legal. In the United States, 
both dividend practice and court cases dealing with dividends clearly in¬ 
dicate that dividends can be legally paid if the assets of the corporation are 
in excess of the liabilities and capital stock, and if the dividend action does 
not reduce the retained income to a deficit. Dividends are commonly spoken 
of as being paid out of profits, but it must be understood that the profits need 
not be currently earned profits. Thus, a corporation may have a net loss for 
any current year or years; but if, when this loss is deducted from the pre¬ 
viously accumulated retained income, there remains a credit balance, the cor¬ 
poration may pay a dividend. When a dividend is declared, the assumption 
is that it is from that portion of retained income representing the latest cur¬ 
rently earned profits. The important concept is that a dividend cannot be 
declared and paid when capital is thereby impaired; the term "capital” is 
construed to mean the amount standing in the capital stock accounts. As 
opposed to the United States concept of dividend payments, British legisla¬ 
tion on the subject is to the effect that a dividend may be paid when a deficit 
exists as long as the operations of the current period show a profit. Thus, we 
see that in the United States the balance sheet is the basis of a dividend action, 
whereas in Great Britain the income statement is the basis. 

Actions with respect to the declaration of dividends rest exclusively with 
the board of directors; and courts are extremely unwilling to interfere with 
this phase of the conduct of a business, on the assumption that the corporate 
directors have a better knowledge of the propriety of dividend actions than 
any other person or group. If stockholders become dissatisfied with dividend 
actions or the lack of them, they have the alternatives of disposing of their 
stock or of electing new directors. A dividend action should be given public 
notice as soon as the action takes place. Most stock exchanges have a rule 
that the exchange must be immediately notified of dividend actions. This is 
done to protect minority holders. Stockholders with a knowledge of the 
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dividend action are thereby prevented from obtaining more shares before 
any announced dividend action which might cause the stock to rise. Stock¬ 
holders are also prevented from disposing of stock before the announcement 
of a dividend action which might cause the price of the stock to be driven 
down. 

Although everyone agrees that dividends should be declared from accu¬ 
mulated earnings, dividend actions often indicate that the source of the 
surplus need not necessarily be earned; state laws are likewise quite varied 
in establishing requirements in this direction. In most states, dividends may 
be paid from retained income, capital surplus, and appreciation surplus. 
Some state laws'specify that dividends may not be paid from paid-in surplus 
created out of the proceeds of the sale of no-par stock. Most states declare 
that dividends paid from sources other than retained income are legal only 
if the source of the dividend is stated. Naturally, from the standpoint of 
sound accounting practice, dividends should not be declared from unearned 
increments. 

All dividends except stock dividends reduce the proprietorship of the 
company; stock dividends simply result in a decrease in a surplus account 
and an increase in a capital stock account. If a stock dividend is declared in 
no-par value stock, the dividend action should always indicate the dollar or 
cents amount of stock per share to be removed from the surplus account 
and added to capital stock. 

Scrip dividends bear interest and are used only when a corporation is 
not in a position to pay cash dividends. 

Dividend Audit 

The procedures outlined below should be followed in auditing dividends. 

1. Ascertain Dividend Dates. The dividend declaration record and pay¬ 
ment dates stated in the minutes of the board of directors should be com¬ 
pared with the corresponding dates in the accounts, cash disbursements 
records, and subsidiary stockholders’ records. In the declaration and payment 
of a dividend, three dates are important: the date of declaration, the date 
of closing the stockholders’ records so that the corporation or its transfer 
agent will know to whom to issue dividend cheques, and the date of pay¬ 
ment of the dividend. It is always necessary that stockholders’ subsidiary 
records be accurately maintained so that the proper persons receive the 
dividends. 

2. Ascertain the Amount of the Dividends. Verification of the total 
dollar amount of the dividends declared is made by taking the outstanding 
balance of the capital stock at the record-closing date according to the 
general ledger account or accounts, computing the dividends thereon, and 
comparing this figure with the total paid according to the dividend list 
which is extracted from the stockholders’ records. 

3. Examine for Proper Authorization. In order to be legal, a dividend 
must be authorized by the board of directors and the action recorded in the 



PROPRIETORSHIP • 559 


Ch. 21] 

Minutes Book. If dividend actions do not appear, and if dividends have been 
paid, a request should be made that the action be recorded by the secretary 
and ratified by the board of directors. The payment of a dividend when the 
claims of creditors are thereby affected, the payment of a dividend when a 
corporation is insolvent, and the payment of a dividend in excess of accu¬ 
mulated earnings of the corporation—all of these are acts that may cause the 
directors to be held personally liable unless state laws permit such acts. 

In general, dividends are illegal in the following circumstances: 

a) When dividends reduce capital below the amount of stated capital— 
unless they are liquidating dividends. 

b) When dividends are in violation of the corporate charter or code of 
regulations. 

c) When a declaration on one class of capital stock is in violation of the 
rights of the other classes of stock. 

d) When dividends violate a provision of the state corporation act. 

The Minutes Book must be watched to ascertain whether or not there 
existed declared but unpaid dividends at the close of the period; these must 
appear as liabilities. 

4. Determine the Source of the Dividend. The source of the dividend 
declaration must be determined in order to ascertain the propriety of its 
declaration and to verify the correctness of the accounting entries. The 
status of the Retained Income account before and after the declaration must 
be examined to be certain that a deficit was not created by the dividend 
action and that the Retained Income account was not reduced below ap¬ 
propriated amounts required by other actions, such as a segregation brought 
about by the purchase of treasury stock. 

If capital stock dividends have been issued, the records must be examined 
to ascertain that distributions have been correctly computed and that the 
entries for the dividends have been correctly made. The auditor must be 
certain that the increase in the capital stock caused by the dividend does 
not result in an issue in excess of the total capital stock authorization. 

If the dividends are those of a company engaged in an extractive industry, 
the records must be examined to be certain that dividends have been cor¬ 
rectly paid as far as depletion recoveries of capital are concerned. Dividends 
paid by corporations operating in the wasting-asset industries often include 
a return of capital. This is especially true in instances in which there is no 
intention of acquiring new properties for further operation. If dividends are 
paid from amounts of capital recovered through depletion charges, the 
dividend cheques should always clearly indicate the portion of dividends 
representing profits above depletion and the portion representing a return 
of capital. If, by the return of capital, the rights and claims of creditors are 
jeopardized, the directors of the corporation may be held personally liable. 

5. Verify Dividend Payments. Paid dividend cheques must be examined 
to ascertain that they were made payable to the order of the proper stock- 
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holder and that they were properly endorsed. Tests of correctness may be 
made by comparing paid dividend cheques with stockholders’ records. All 
dividend cheques should be accounted for in order to complete a bank rec¬ 
onciliation of general cash or of a special dividend account. 

If scrip dividends have been paid, the auditor should examine the scrip 
records to ascertain that they are properly kept and that all matured and 
returned scrip has been canceled. 

6. Determine Dividends in Arrears. When cumulative dividends are in 
arrears, they should not be included as a liability in the balance sheet; but 
the total accumulation should be shown as a balance sheet footnote. 

A few companies create reserves for dividend declarations, and some 
concerns accumulate reserves for dividends for the dividend accrual between 
the last dividend and the end of the accounting period. In these cases the 
charge should be to Retained Income; and the reserve should be treated as 
a retained income appropriation, not as a liability. This type of reserve is 
likely to be found in connection with cumulative preferred stock dividends, 
since dividends on preferred stock are very close to the fixed-charge category. 

CORPORATE CAPITAL; RETAINED INCOME (SURPLUS) RESERVES 

In accounting, the term "reserve” has been subjected to abuse and to a 
diversity of meanings and usages. The term "reserve” should refer to segrega¬ 
tions or appropriations of retained income, and those reserves should be 
located in the proprietorship section of the balance sheet. 

If a "reserve” appears in the liability section of a balance sheet, the reader 
thereof could make two presumptions, as follows: 

1. That the "reserve” was created by proper charges to income, and 

2. That such a "reserve” might properly be used in .accordance with generally 
accepted principles of accounting to absorb costs and expenses when 
expenditures therefrom are made in the future. 

If a reserve is in the proprietorship section of a balance sheet, the reader 
thereof could make the following presumptions; 

1. That an unidentified portion of the net assets had been earmarked by a 
proper appropriation of retained income, and 

2. That the reserve had been established not to absorb future costs account- 
ingwise but merely to put the reader of the balance sheet on notice that 
management considered prudent the conservation of some of its assets 
generally to meet a possible future event. 

With respect to retained income (surplus) reserves, the preceding section 
is in accord with the recommendations of Accounting Research Bulletin 
No. 34. 

The problem of "reserves” in general is complicated, but here the con¬ 
cern is with specific appropriations which at all times are a portion of the 
total corporate proprietorship. Retained income reserves may be (a) created 
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voluntarily or ( b ) created by contract with creditors or with stockholders. 
Appropriations, if optional, are created by authorization of the board of 
directors; both optional and contractual reserves should be returned to the 
Retained Income account by the board of directors, after fulfillment of the 
purposes for which the reserves were created, unless specific agreement pre¬ 
vents their return. Reservations of retained income are created in order to 
prevent the dissipation of net assets through the medium of dividend declara¬ 
tions, thereby offering protection to creditors who are interested in the 
maintenance of a certain amount of proprietorship or offering protection 
to the corporation’s interests by insuring against the undue depletion of 
capital. Contractual retained income reserves are not available for dividends 
unless the reserve was created for the declaration of dividends. Optional re¬ 
serves may be made available for dividend declarations. 

The Auditing of Retained Income Reserves 

The procedure for auditing retained income reserves is similar to the 
audit of any surplus account; consequently, the procedure is presented at 
this point for the reserves to be discussed below. 

The first step for the auditor is to ascertain the authority for the reserve. 
He should then determine the purpose for which the reserve was created 
and ascertain whether the creation is optional or contractual. If creation of 
the reserve is contractual, the necessary contracts or agreements must be 
examined to determine that they are being followed and that the reserve is 
of proper amount. The reason for the creation of the reserve must still be in 
existence at the time of audit, regardless of whether the reserve is optional 
or contractual. The auditor should then analyze each reserve account in the 
usual manner by taking the balance at the beginning of the year, vouching 
all charges and credits, and thereby arriving at the balance at the end of 
the year. All entries in the reserve accounts must be traced to the book of 
original entry, and the authority for all entries must be definitely established. 
If the reasons for the amount of any particular reserve are not perfectly 
clear, the amount of the reserves and the reasons therefor should be discussed 
with the client. 

Reserve for Contingencies. Reserves for contingencies are created as a 
matter of generally conservative practice to provide for some anticipated 
future contingency. The auditor should always attempt to discover the rea¬ 
son for the establishment of the contingency reserve and must investigate 
the reasonableness and the adequacy of the reserve. Occasionally, contin¬ 
gency reserves are established with no particular idea in mind other than a 
rather permanent appropriation of retained income to take care of any 
contingency which might develop. The reserve is created, of course, to 
prevent the dissipation of assets that might be needed; however, if the 
reserve was established merely to reduce the retained income balance, the 
action might be held to constitute fraud toward the stockholders. Contin¬ 
gency reserves may be credited back to Retained Income either (a) when 
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the contingency has failed to develop or ( b) when the contingency results 
in an actuality that reduces an asset or creates a liability by a proper charge 
to income. 

Reserve for Fire Loss. Some corporations follow a program of self- 
insurance. A reserve for fire loss represents a segregation of retained income 
in anticipation of a non-accruing contingency. The loss or expense that 
results from the fire occurs at the date of the fire and is chargeable to income 
in that period; if the loss is material in amount, a portion of it may be 
charged directly to Retained Income if the 'all-inclusive” type of income 
statement preparation is not followed. A fire loss reserve is simply a reserve 
established for a specific contingency which may occur. The fact that one 
fire has or has not occurred does not determine whether another fire will or 
will not occur. Thus, there apparently is little justification for charging 
possible fire losses to expense in piecemeal amounts. If insurance is carried, 
the premium paid is the expense of transferring the risk to others for stated 
periods of time. If insurance is not carried, the self-insurer retains the risk 
of having or not having a loss and takes the risk that financial status and 
revenue will be sufficient to overcome the losses attendant upon a possible 
fire. If the reserve is disposed of, it is returned to Retained Income. 

Notwithstanding this reasoning, some companies do set up "reserves” for 
fire losses by charges to expense accounts. If losses occur, the "reserve” is 
charged. Under this treatment the "reserves” should not appear in the pro¬ 
prietorship section of the balance sheet but should be separately set forth. 
To treat the item as a liability "reserve” is incorrect, since no liability exists. 
The charges to expense, when based upon what the insurance premiums 
would be if insurance were carried, are misleading, if not incorrect. The 
charges to expense, when based upon formulas and experience factors, are 
hypothetical and subject to distortion by catastrophes. There is no objection 
to the creation of an "equalizing reserve” (see p. 564) by monthly charges 
to expense and the write-off of actual losses to this "reserve”; however, at the 
end of the fiscal year, any balance in this "reserve” should be credited to 
expense. 

Reserve for Flood Loss. Reserves for flood losses are established when 
necessary, so that the proprietorship of the corporation is enabled to absorb 
uninsurable contingencies. Upon the occurrence of a flood, Flood Loss ex¬ 
pense should be charged; and it should be treated as an extraordinary item 
in the income statement. After the contingency has passed, the reserve may 
be returned to Retained Income. If the floods are of regular occurrence, the 
reserve should be maintained. 

Reserve for Future Anticipated Declines in Inventories. If it is antici¬ 
pated that inventories may decline in replaceable market price in the future, 
a reserve may be established for the estimated future decline, thus protect¬ 
ing the assets and the capital of the corporation by earmarking a portion of 
the retained income. In the subsequent period, if losses occur through the 
materialization of the anticipated price decline, the losses are closed to Profit 
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and Loss and the reduced net income closed to Retained Income. Having 
fulfilled its purpose, the reserve is returned to Retained Income. If the in¬ 
ventories do not decline in price in the future, the reserve is returned to 
surplus or permitted to remain for future periods. 

Sinking Fund Reserves for Bond Redemption . Sinking fund reserves for 
bond redemption are established in order to protect bondholders against the 
possibility of dividend payments on capital stock issues when the retained 
income is not entirely adequate. Sinking fund reserves for bonds may be 
voluntary, but they are more likely to be obligatory. There need be no 
necessary relationship between the fund and the sinking fund reserve unless 
the trust indenture so specifies. In many cases the reserve may be greatly in 
excess of the fund, owing to periodic retirements. The bondholder receives 
additional protection if both a sinking fund and a sinking fund reserve are 
established; funds are definitely set aside for bond retirement, and at the 
same time assets are conserved by the prevention of dividend distributions 
through the creation of the sinking fund reserve. It can logically be con¬ 
tended that a board of directors usually can be relied upon to protect retained 
income from undue dividend distributions, and that therefore a reserve for 
sinking fund need not be established unless it is obligatory. 

If depreciation is adequate, then the bondholder receives added protec¬ 
tion, since depreciation charges have the effect of reducing retained income. 
Depreciation prevents dividend distributions in excess of actual profits, 
whereas sinking fund reserves require that part of the profits be withheld 
from distribution as dividends. If depreciation is adequately provided for and 
the amounts so withheld from profits are not required for replacements of 
fixed assets, it is possible that a sinking fund may be established out of thes^ 
amounts; in such a case, there is no necessity for the establishment of a sink¬ 
ing fund reserve. If a bond indenture calls for payments to a sinking fund in 
excess of reasonable depreciation or depletion, and if at the same time a 
sinking fund reserve is built up, the correct depreciation or depletion should 
be charged off as an expense and the indenture reserve amount charged to 
Retained Income and credited to the Reserve for Sinking Fund account. 
When excess charges of this nature are encountered, it is an indication that 
there is a possibility that the assets will be worn out, obsolete, or entirely de¬ 
pleted before the bond issue matures. The auditor should examine the trust 
indenture to ascertain that provisions for both funds and reserves are not 
being violated, and he must report upon any matters not receiving proper 
attention. If a fund deficiency exists, it must be fully reported. 

Reserves for Capital Stock Redemption. Reserves for capital stock re¬ 
demptions are similar to bond redemption reserves and are for the purpose 
of retiring preferred stock issues by restricting dividends to common stock 
issues, particularly during the company’s early life. The preferred stock 
issues are then retired, and the owners of the common stock derive the full 
benefit of the future earnings. Capital stock redemption reserves may be 
voluntary or obligatory. 
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Short-Term Equalization Reserves 

At this point, for the guidance of the auditor, brief consideration is given 
to "reserves” for lawsuits, patent infringement, strike losses, accidents, etc., 
which may be somewhere between the category of contingent liabilities and 
of retained income reserves, but closer to the former. These "reserves” pref¬ 
erably should be established by periodic charges to income, since it is the 
purpose of their establishment to equalize the charge for a year’s expense 
within the year on the interim statements prepared. Any balances remaining 
at the end of a year should be closed back to the expense originally charged, 
because these fosses do not accrue. The total interim expense charges should 
not exceed the actual loss. Because these items do not represent retained in¬ 
come appropriations, they should appear not in the proprietorship section of 
the balance sheet but in the liability section or separately set forth, as the case 
may be. 

It is to be noted that some accountants still view these "reserves” as re¬ 
tained income appropriations. If this theory is followed, the cost of the 
occurrence of the actual event for which the "reserve” is created should not 
be charged directly to the reserve but should be charged to income as an 
extraordinary item; the balance of the "reserve” may then be returned to 
Retained Income. 


Reserves in the Balance Sheet 


The auditor should insist that the exact status of retained income and 
retained income reserves be presented in the balance sheet. One example is 
presented below: 


CAPITAL 

Capital stock: 

No-par common stock, 50,000 shares au¬ 
thorized and issued; stated value, $7.00 

per share . 

Surplus and surplus reserves: 


Paid-in surplus . 


$150,000 

Appreciation surplus, fixed assets 
Retained income: 

Appropriated: 

Reserve for sinking fund . 

.$160,000 

80,000 

Reserve for plant expansion 

. 70,000 

230,000 

Unappropriated . 

Total . 


140,000 


Total Capital 


$350,000 


600,000 

$950,000 


Audit Program for Partnership Capital 

The following audit program is presented for partnership capital: 

1. Examine the partnership agreement. 

2. Verify opening entries. 

3. Vouch entries in capital accounts and in personal accounts. 

4. Determine that contributions are not deficient or excessive. 
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The procedures of the audit program are detailed in the following sub¬ 
sections. 

1. Examine the Partnership Agreement. Preparatory to examining the 
capital accounts of a partnership, the auditor must read the articles of co¬ 
partnership. On a first audit, there should be excerpted for the permanent 
file such data as the following: (a) the name and address of the partnership; 
( b) the name and address of each partner; ( c ) the class of each partner— 
that is, whether general, limited, silent, etc.; ( d) the duties of eadh partner; 
( e) the capital contribution of each partner; (/) the drawings or "salaries” 
of each partner; (g) interest arrangements on capital account balances; ( h) 
interest charges on drawings; (/) dissolution arrangements; (;) provisions 
in the event of withdrawal of a partner, either voluntarily or involuntarily; 
(£) profit- and loss-sharing ratios; (/) reciprocal life insurance arrange¬ 
ments; ( m) the period of the partnership agreement, and (n) the partner¬ 
ship’s fiscal year. 

The auditor may be supplied with a copy of the partnership agreement 
for his permanent files, thus saving the work of transcribing the foregoing 
data. In a repeat engagement, only the changes in the partnership contract 
need be excerpted. 

Any violations of the partnership agreement must be reported to the 
partners and commented upon in the audit report; and, if necessary, the 
opinion of the auditor may be qualified. In a first audit a search should be 
made for past violations of the partnership agreement. In many cases, 
written articles of copartnership do not exist; in such instances the auditor 
must make certain that each individual partner understands the financial 
arrangements and practices pertaining to the capital accounts. If the auditor 
can promote the drafting of articles of copartnership by a qualified lawyer, 
he should not hesitate to do so. 

2. Verify Opening Entries. In an initial audit of a partnership, the open¬ 
ing entries should be verified in detail with respect to the assets contributed, 
the liabilities assumed, and the Capital account of each partner. If partners 
have withdrawn in the past, or if former partnerships have been dissolved 
and a new partnership has been formed, the accuracy of the accounting for 
the withdrawals, dissolutions, and new formations should be verified in 
order to avoid future complications. The original opening entries and all 
succeeding opening entries brought about by new formations should be 
confirmed to the auditor by all existing partners. 

3. Vouch Entries in Capital Accounts and in Personal Accounts . In a 
first examination the Capital account and Personal account of each partner 
should be analyzed from the inception of the partnership, if possible; if this 
is considered unreasonable or unnecessary by the auditor, then the analyses 
should be made for a number of past years sufficient to result in accuracy of 
balance at the beginning of the year of examination. 

For the period of current review, each drawing and capital account must 
be separately analyzed and each transaction therein vouched to the original 
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records. In the vouching of the entries, particular attention should be de¬ 
voted to ascertaining that—in accordance with the articles of copartnership 
—capital contributions have been proper and withdrawals have not ex¬ 
ceeded agreed amounts, and that the drawings actually are received by the 
partners. Salaries also must be carefully watched to ascertain that they are 
properly recorded and are in keeping with the agreement. In the absence of 
an agreement concerning salaries, the drawings extracted by the partners 
cannot be treated as a salary expense, even though the drawings are con¬ 
strued as coming from profits. Legally, partners’ salaries are never expenses 
but always distribution of profits. When interest is credited on capital, and 
when it is charged on drawings, the auditor must verify the computations to 
ascertain that they are in accord with the agreement. Such interest expense 
and income must be transferred to Profit and Loss before the final calcula¬ 
tion of profits. The division of profits in accordance with the profit- and loss¬ 
sharing ratios must be verified; if there is no agreement, profits and losses 
are by law shared equally by all partners. 

After the accounts have been analyzed and the entries vouched, the au¬ 
ditor should have each partner approve his accounts by initialing them in 
the ledger or by obtaining written confirmation from each partner. Determi¬ 
nation must be made that the periodic closing of the partnership accounts is 
in agreement with the articles of copartnership or that they are closed in ac¬ 
cordance with partnership law in the absence of an agreement. 

When it is discovered that a partner is paying his personal expenses by 
the issuance of partnership cheques and by charges to his Personal account, 
the practice should be stopped; and the partner should provide for his indi¬ 
vidual checking account. 

ILLUSTRATION. Partner A always paid his personal expenses with 
partnership funds and instructed the bookkeeper to charge his Personal 
account, which he was not in the habit of examining; the bookkeeper 
followed the same practice for many of his own personal expenses, 
charging the account of partner A. 

Credits to personal accounts normally arise from interim or year-end 
closings. Other credits must be carefully examined. 

ILLUSTRATION. Partner A lent the partnership $5,000 and credited 
his Personal account, whereas a liability account should have been 
credited. 

4. Determine that Contributions Are Not Deficient or Excessive. After 
vouching charges and credits to capital accounts, the auditor must reconcile 
the account balances with the partnership agreement to determine that the 
capital is in accordance therewith or to determine whether it is deficient or 
excessive as indicated by the requirements of the agreement. Deficiencies in 
agreed capital can work to the detriment of other partners. Excessive capital 
contributions by one partner can work to his financial detriment if he could 
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use the funds elsewhere. If excessive capital does exist, investigation should 
be made to determine the reason for permitting the excess contribution; for 
example, is the amount in reality a loan; is the excess contribution approved 
by the other partners; because of the excess, does that partner expect a 
change in the profit-sharing ratio? Also, the auditor must investigate to 
ascertain whether partnership creditors have demanded subordination of 
debts where amounts have been personally borrowed by partners in order 
to meet their individual capital contribution requirements. 

In the event of dissolution of a partnership, care must be exercised so 
that liquidating dividends are properly distributed to the partners. Before 
distribution of any amounts to the partners, all creditors must be paid in the 
proper order of their claims—that is, preferred debts, then fully secured 
debts, then partially secured debts, and, last, unsecured debts. Loans made by 
partners are not paid until the balances of the capital accounts are deter¬ 
mined; and, if necessary, credits to loan accounts are offset against debit 
balances of capital accounts. Following this, distributions are made to the 
partners. Profits and losses on liquidation of assets are apportioned in the 
profit- and loss-sharing ratios; and, after that, the distribution of the assets 
is made on the basis of the amounts remaining in the capital accounts of the 
partners. Care must be exercised to determine that no one partner has been 
paid a liquidating dividend to the detriment of another partner. 

Capital Accounts of a Single Proprietorship 

In the examination of the records of a single proprietorship, the auditor 
must analyze the capital and drawing accounts for the period under exami¬ 
nation. It does not matter if a Drawing account is not used, since the inter¬ 
ests of one person only are to be taken into consideration. 

In a first audit of an existing single proprietorship, it usually is not rea¬ 
sonable or necessary to analyze the Capital account from the inception of 
the business. A review of the accounting records of former years and of tax 
returns would indicate the accuracy of prior expense charges and accepted 
asset charges. If a balance sheet and income statement are established for the 
current year end, if the assets and liabilities in the balance sheet are worked 
back to the beginning of the year, and if they are properly inventoried, the 
accuracy of the balance sheet at the beginning of the year is established. 

Standards No. 26 and No. 27 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standards for surplus and reserves are presented: 

No. 26: Surplus. "The auditor must ascertain the composition of each 
class of surplus; determine the existence of restrictions placed upon each 
class, particularly with respect to dividends; and determine the propriety of 
all charges and credits.’* 

No. 27: Reserves. "All true reserve accounts must be analyzed in detail 
to determine the adequacy of each reserve for the fulfillment of its purpose 
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and to determine that the means of its establishment and use are in conform- 
lty with accepted principles of accounting " 

QUESTIONS AND PROBLEMS 

1 At the conclusion of your audit of the records of the Parker Company, you 
are to prepare the proprietorship section of the balance sheet of that com¬ 
pany at December 31, 1951, from the following information 

The Parker Company was organized on April 1, 1946, with authorized 
capital stock consisting of the following 

Preferred stock, no par value, cumulative 75 000 shares authorized of a stated value 
of $8 00 per share, redemption price, $12 per share, annual dividend, $100 per 
share 

Common stock, voting, no par value 40,000 shares authorized of a stated value of 
$2 50 per share 

As of the date of its incorporation the Parker Company acquired the 
net assets of the Poplar Company, valued at $600,000, which included good¬ 
will of $50,000, by giving preferred stock, 50,000 shares, and common 
stock, 40,000 shares 

The excess paid-in value of $100,000 was credited to the Surplus account 
The analysis of the Surplus account of the Parker Company is given 
below, from April 1, 1946, to December 31, 1951 


April 1, 1946 Balance $100,000 

Net profit or loss fur the year ended December 31, after divi 
dends and taxes 

1946 net loss 45 860 

1947 net loss 32,750 

194B net loss 7,200 

1949 net profit - B6^50 

1950 net profit — 35,100 

1951 net loss 52,700 

November 10, 1946 Sold for cash the remaining 25 000 

shares of authorized preferred stock at $10 50,000 

January 15, 1951 Stated value of the preferred stock re 
duced to $5 00 per share by action of the stock 
holders 225,000 

January 15, 1951 Stated value of the common stock reduced 

to $1 00 per share by action of the stockholders 60 000 

March 15, 1951 Goodwill devaluation — 100 000 

July 1, 1951 Fixed assets reappraised downward, per report 

of the Western Appraisal Company — 125 000 

October 1, 1951 Additional uncollectible accounts charged 

off from 1947 and 1948 — 30 000 

December 31, 1951 Balance $162 940 


2 Outline the procedure you would recommend for an audit of dividends paid 

3 The audit of the A, B, C, D, and E companies showed that each had cumula¬ 
tive dividends in arrears at a certain date Each had sufficient free retained 
income to cover the dividend 

The A Company did not show the accumulation in the balance sheet 
but appended a footnote to the balance sheet indicating the amount of the 
accumulation 
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The B Company showed the dividend in arrears as a current liability; 
Retained Income had been debited. 

The C Company ignored the dividend. 

The D Company established a reserve for unpaid dividends, out of 
retained income. 

The E Company showed the Dividend account as a current liability; it 
debited Dividends, which it showed as a deduction from retained income 
in the balance sheet. 

Which company or companies followed the correct procedure? Explain. 

4. In 1951 the Pitt Company sold 10,000 shares of no-par preferred stock at 
90. The preferred stock has a preference as to assets of $100 per share, and 
it is convertible into common stock on the basis of two shares of common 
to one of preferred. The par value of the common stock is $20 per share. 

Corporate retained income was large; and in December, 1951, the di¬ 
rectors, with their action approved by the stockholders, appropriated $100,- 
000 of retained income to raise the Preferred Stock account to its full 
liquidating value of $100 per share. 

During 1952, holders of 1,000 shares of preferred, now booked at $100,- 
000, converted their holdings into 2,000 shares of common stock with a par 
value of $40,000. Because 1952 was the first year in which conversions had 
been made, the company desired to establish a definite policy for future 
accounting for such conversions. Three accountants are called in, and their 
advice is solicited. The advice of each accountant follows: 

Accountant 1: The difference of $60,000 should be credited to Retained 
Income because it was reduced when the December, 1951, action was 
effected. 

Accountant 2: The difference should be credited to Capital Surplus 
until the full $100,000 is available for retransfer to Retained Income. 

Accountant 3: Retained Income should be credited at the rate of $10 
per share of preferred converted or a total of $10,000. 

How would you treat the situation? 

5. You were requested to audit the records of the Lantana Company. The books 
of the company have never been audited. As a result of your audit, you 
discover the following items included in the accounts: 


Debits: 

Land appreciation .$ 500,000 

Building appreciation . 50,000 

Treasury stock (10,000 shares at cost) . 510,000 

Goodwill . 3,000,000 

Credits: 

Reserve for depreciation of building appre¬ 
ciation . 10,000 

Common stock, 100,000 shares, par $100 . 10,000,000 

Retained income, net, after all dividends and all 

appreciation . 50,000 


The present market price of the stock is $25 per share. You have devised 
a plan, which has been approved by the stockholders, whereby the land ap¬ 
preciation, building appreciation, treasury stock, and goodwill are to be 
eliminated; the treasury stock is to be canceled. Because the corporate retained 
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income is too small to absorb these eliminations, they are to be made against 
the equity of the stockholders; and new shares of no-par value are to be 
given in exchange for the outstanding shares, on the basis of one new share 
for each old share. 

You are to prepare all journal entries necessary to effect the plan of 
reorganization. 

6. All of the capital stock of the Hoffman Company is subscribed. Ihe stock 
consists of 20,000 shares of a par value of $100 per share. On December 31, 
1950, $50 per share had been received on all of the subscriptions. The busi¬ 
ness had been quite successful and continued to be during 1951, the Retained 
Income account showing a balance of $4 million on December 31, 1951. At 
the first board meeting in January, 1952, a motion was passed to make the 
stock—of which $50 per share was still uncollected—fully paid. You, as 
auditor, were called in to offer your advice as to how the motion should be 
brought into the records. 

7. The records of the Tappan Company have not been examined for the three- 
year period ended December 31, 1951. As a result of your audit of the rec¬ 
ords for the year ended December 31, 1951, and your review of the records 
for 1950 and 1949, it is necessary to revise the retained income and the 
profits. 

Based upon the audited data presented below: 

a) Prepare audit working papers for the reconciliation of the retained in¬ 
come for the year ended December 31, 1949, and for the reconciliation 
of the net profits for the years ended December 31, 1950, and Decem¬ 
ber 31, 1951. 

b) From the results of ( a ), above, prepare working papers setting forth 
in summary form the adjusted balance of the retained income at the end 
of each of the three years and the adjusted net profits for 1950 and 1951. 

The company book balance of the Retained Income account at De¬ 
cember 31, 1951, was $421,000, made up as follows: 


Balance, December 31, 1949 .$189,000 

Net profit, 1950 . 92,000 

Net profit, 1951 . 140,000 

Balance, December 31, 1951 .$421,000 


The following information results from your examination and must be 
taken into consideration at the close of the years involved: 

December 31, 1949: 

a) No dividends had been declared or paid during year. 

b) Uncollectible accounts receivable of $12,000 arc tD be written off. 

c) Goods consigned out tD consignees are included in the inventory at $120,000 
and are priced at 20 per cent in excess of cost. 

d) The following liabilities are omitted from the books: 


New construction .$25,000 

Material included in inventory. 3,000 

Wages . 2,400 

Accrued taxes . 1,700 

December 31, 1950: 


e) No dividends have been declared or paid during the year. 

f) Uncollectible accounts receivable of $9,000 are to be written off. 
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g) Goods consigned out to consignees are included in the inventory at $180,000, 
which is 20 per cent in excess of cost. 

h) The following liabilities are omitted from the books: 

Goods on hand (also omitted from in¬ 


ventory) .$8,000 

Accrued taxes . 2,100 


i) Plant additions of $9,000 have been erroneously charged to income. 

l) The inventory is overstated by $14,300, because of an error in footing an in¬ 
ventory price sheet. 

k ) Depreciation was omitted, $5,000 should be provided. 

December 31, 1951: 

l) No dividends have been declared or paid during the year 

m) Uncollectible accounts receivable of $11,000 are to be written off. 

n) Goods consigned out to consignees amount to $156,000, priced at 30 per cent 
in excess of cost. 

o) The following liabilities are omitted from the books’ 


For purchase of new machinery.$12,000 

Accrued wages . 3,200 

Accrued taxes . 2 700 


p) Depreciation of $7,000 has not been recorded 

q) The profits for the year include a credit of $8,000 arising from the settlement 
of a lawsuit involving transactions that occurred in 1948. 

8. You were summoned to attend a meeting of the board of directors of the 
Suffolk Company. The chairman of the board presented the following state¬ 
ment: 

The trust indenture of our recent bond issue provides for the creation of a sinking 
fund and also for the creation of a sinking fund reserve out of profits, to be kept at 
the same sum as the sinking fund The proceeds of the bond issue are being used, in 
accordance with the trust indenture, to construct the new building next door. We, 
the members of this board, believe that, since the sinking fund reserve is being 
created out of profits, it is unnecessary to establish a reserve for depreciation on the 
new building, and, if we did establish a reserve for depreciation, we would in effect 
be offering the building protection in excess of all reasonableness. We desire to know 
if we are correct in our contention. 

What is your reply? 

9- The Sycamore Company, on January 1, 1951, issued $500,000 of 6 per cent, 
cumulative preferred stock and $1 million of no-par tommon stock. A re¬ 
demption fund was established under the following conditions: 

Each year the company shall set aside, in a redemption fund, 25 per cent of its yearly 
profits for the purchase and retirement of the preferred shares at a price not to ex¬ 
ceed $110 per share The fund shall accumulate regardless of purchases and regard¬ 
less of increased monies in the fund. 

The profit for the current year, 1951, was $200,000; and a fund of $50,000 
was established at the end of 1951. In January, 1952, the Sycamore Company 
purchased for retirement 450 shares at $105 per share. You are required to 
draft the entries for the establishment of the fund and for the purchase and 
retirement of the stock. 

10. In the charter of the Niles Company is a clause to the effect that an amount 
of money equal to 2 per cent of the originally issued $100-per-share pre¬ 
ferred stock is to be turned over to a redemption fund for a period of 50 
years. After the stock has been outstanding for 10 years, it may be purchased 
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from the redemption fund at a price not to exceed $110 and may be retired; 
but premiums and discounts may not be charged and credited to the Re¬ 
demption Fund account. This is considered necessary so that the fund will 
not be depleted if all stock is retired at a premium and the fund is thereby 
affected. In 1951 the eleventh year of the existence of the fund, the company 
purchased 1,000 shares at $105 and, later in the same year 1,000 shares at 
$95. You were called in to prepare the entries for the two purchases and 
retirements. 

11. The Duluth Deposit Company, a mining corporation, has a bond issue of 
$200,000 outstanding. The deed of trust calls for the establishment of a fund 
for the redemption of the bonds at marurity. In your first audit, for the year 
ended December 31, 1951, you discover that the fund is $45,000 below the 
stipulated amount. It stands at $95,000 and should be $140,000. As auditor, 
what action would you take? 

12. The Tennis Company issued $50,000 of bonds on January 2, 1950. They are 
5 per cent, first-mortgage, 10-year bonds. The trust indenture calls for the 
payment of $5,000 at the end of each year into a sinking fund. A sinking 
fund reserve was to be established which would always be equal in amount to 
the sinking fund. The sinking fund will earn 4 per cent annually. Draft all 
necessary entries at the end of 1950, 1951, and 1952. 

13. a) What are three methods of creating a secret reserve? 

b) As auditor, how would you proceed in order to detect secret reserves? 

c ) Are the interests of stockholders affected by the creation of secret re¬ 
serves? 

d) Explain how the interests of minority holders might be seriously affected 
by the creation of secret reserves. 

e) Should secret reserves be mentioned in the audit report? 

14. The accompanying Reserve for Contingencies account appeared upon the 
books of the Pettibone Company as of December 31, 1951. 


Explanation 

Debit 

Credit 

Balance, January 1, 1951 


2 , 000,000 

Recovery of bad debt 


100,000 

Capicalized miscellaneous incomes 


100,000 

Bond discount amortized 

50,000 


Inventory adjustment (1951), excess of 
cost over market 

900,000 


Reserve for sinking fund bonds retired 


500,000 

Profit on sale of capital assets 


250,000 

Balance, December 31, 1951 

2 , 000,000 



2 , 950,000 

2 , 950,000 


The books of the company, which have been closed, show a profit of $500,- 
000 for 1951. Prepare working papers to determine the correct profit for 
1951. 
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15. During your audit of the Rushton Company for 1951, you found the follow¬ 
ing entry set up at the end of the year: 

Retained Income .40,000 

Reserve for Inventory Declines . 40,000 


To set up a reserve as follows: 



Cost 

Market 

Reserve 

Inventory on hand . 
Expected future de¬ 
clines for inven- 

.. .1100,000 

190,000 

$10,000 

tory on hand . 

Expected future de¬ 
clines for inven¬ 
tory on contract 



25,000 

order . 

... 40,000 

35,000 

5,000 

$40,000 


There were no sales orders to serve as protection against the contract orders 
placed before the market started to drop. As auditor, are you satisfied with the 
foregoing entry and explanation? 

16. The Fireless Heater Company requested you to prepare sample entries for 
them in connection with their new policy of carrying their own insurance. 
The assets of the company which can be destroyed by fire amount to $50,000. 
The retained income of the company amounts to $150,000. Prevailing inter¬ 
est rates are 1 per cent for six months, and the company does not want to take 
earnings from this source to Profit and Loss because of periodic additions to 
the value of the burnable assets. Draft entries for the company in order to give 
expression to the inception of the necessary accounts; also, draft entries for 
the close of the first interest period. 

17. The Valley Corporation has placed in effect a retirement plan for its em¬ 
ployees, with all costs to be borne by the corporation. The plan is in addition 
to the old-age benefit provisions of the federal Social Security Act and is 
designed to provide a retirement allowance equal to that which would have 
been payable had the federal act been in effect at the date of initial employ¬ 
ment of each individual covered by the plan. 

The corporation will make payments to an insurance company for ap¬ 
proximately 20 years; however, the corporation is not bound by agreement 
with either the employees or the insurance company to continue these pay¬ 
ments. In the event that the corporation discontinues its payments, the em¬ 
ployees are to receive all benefits of the plan; no refund will be made by the 
insurance company to the corporation. 

With respect to the payments to the insurance company, which of the 
following plans is correct? 

a) Charge an expense account with the payments as made. 

b) Establish a reserve by a charge to Retained Income for the total estimated 
payments to be made over the 20-year period. As annual payments are 
made to the insurance company, the reserve would be charged. 

c) Charge Retained Income annually with the amount of the annual payment 
to the insurance company. 
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18. Your client has been told that he should establish {a) a reserve for repairs 
and ( b) a reserve for replacements. He does not understand these two re¬ 
serves and requests your advice. 

a) Explain the reserves to him. 

b) Demonstrate how they are established. 

c) Demonstrate how they are used 

d) Show him how they are handled in a balance sheet. 

e) Tell him how the two reserves are audited 

19. From the standpoint of fraud only, present at least two reasons why the 
auditor shguld watch carefully debits and credits to partners’ personal ac¬ 
counts. 

20. Allen Jenkens and Paul Emmer, partners, have borrowed $10,000 on a two- 
year note from John West The loan was credited to the Capital account of 
Jenkens, with the consent of Emmer As auditor, what action would you take 
in this situation' 

21. During your audit of the books of X, Y, and Z, partners, what would be your 
guide in the following circumstances' What action would you take in each 
instance? 

a) In determining the division of profits. 

b) In determining the division of losses. 

c) In the event that the drawings of one partner are below his permitted 
amount. 

d) In the event that the drawings of one partner are above his permitted 
amount. 

22. You were auditing the firm of A, B, C, D, E, and F, a partnership You were 
particularly interested in determining whether each individual partner’s 
Personal account and Capital account were correctly stated What course of 
action would you follow to assure yourself that everything was in order in 
connection with these accounts' 
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Revenue and Expense 

This chapter deals with the treatment of revenue and expense accounts in 
the customary general audit. Additional material for the examination of 
revenue and expense accounts for more detailed audits is presented in Chap¬ 
ter 27. The expense and revenue accounts carry the details which, when 
closed to the Profit and Loss Summary account and in turn to the Retained 
Income account, summarize the changes that have taken place in the owner¬ 
ship of the business. As indicative of proprietorship change, the auditors re¬ 
gards the verification of expense and revenue accounts as a more extensive 
verification of the Retained Income or other proprietorship accounts. The 
final result of any business transaction comes to rest in the proprietorship 
accounts, and the expense and revenue accounts are merely temporary pro¬ 
prietorship accounts. 

At first glance, it might appear that as though retained income and con¬ 
sequently expense and revenue accounts have been verified, provided each 
asset and each liability, each capital stock account, and dividends have been 
verified in accordance with the procedures set forth in preceding chapters. It 
is possible, however, that errors still exist, and that overstatements of both 
expense and revenue might be missed during the verification of assets and 
liabilities; also, expenses may have been capitalized and revenues under¬ 
stated and the understatements not discovered in the asset and liability veri¬ 
fication. Therefore, it is necessary to examine the expenses and revenues in 
order to be certain that assets and liabilities are correctly stated. In addition, 
all revenues may not have been recorded; there may have been direct omis¬ 
sion, or mistakes may have been made. 

The presentation of a correct income statement is equally as important as 
the presentation of a correct balance sheet; if one statement is inaccurate, 
the other statement likewise is faulty. For a balance sheet to be correct, the 
related income statement must be free from error; and for the latter state¬ 
ment to be accurate, revenues and expenses must not only be correct in 
amount, but there must be proper allocation of revenues and expenses with 
respect to fiscal periods. 


575 
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Briefly, and without invoking the arguments involved, for revenue reali¬ 
zation the passage of title accompanied by a sale constitutes a reasonable 
test. Decisions of the Tax Court of the United States have lent much weight 
to the passage of legal title as the principal factor. The passage of title is 
dependent upon such factors as possession; the intention of the parties —in¬ 
cluding deferred payments, shipments on approval, C.I.F. (cost including 
insurance and freight) contracts, F.O.B. (free on board) contracts, and sale 
by sample; the Uniform Sales Act; and down payments. In the event of ap¬ 
proval, title remains with the seller until the buyer approves. If not from a 
legal point of view in all cases, at least from an accounting point of view, 
any consideration received in exchange in the sale is considered as revenue; 
the receipt of cash is not necessary. 

Expenses are considered as revenue reductions, not when the cash pay¬ 
ment is made but as the expense is incurred. 

Thus, revenue and expense for accounting purposes must be identified 
with specific events. The receipt of a sales order is the first in a chain of 
events leading to the recognition of revenue; the receipt of the order itself 
is not an event of revenue realization, since the order must be followed by 
production, delivery, transfer of title, and finally the recognition of the reve¬ 
nue. The assets received in exchange, if other than cash—that is, accounts 
receivable, notes receivable, etc.—are not immediately available for use in 
the business process but normally will be converted to a useful medium; the 
acquisition of assets other than cash in exchange is not a bar to the recogni¬ 
tion of revenue. 

Audit of Revenue and Expense Accounts 

If, during the course of an audit, the original entries have been examined 
and verified in accordance with the procedures of Chapter 6 and succeeding 
chapters and the postings traced to the ledger accounts, the expense and 
revenue accounts have been automatically verified. This procedure is cus¬ 
tomary to the extent of limited tests in a general audit. In any examination 
the auditor must perform sufficient work to assure himself and his client 
that the balance sheet and the income statement fairly represent honest re¬ 
ports of financial condition and the results of operations. The amount of 
verification of the individual expense and revenue accounts will be tempered 
by several conditions, primary among which are the following: 

1. The effectiveness of the system of internal accounting control. 

2. The general type and purpose of the audit. 

3. The nature of the opinion to be rendered with the audit report. 

4. The condition and accuracy of the accounting and statistical data. 

5. The size and extensiveness of the business of the client. 

6. The account classification in operation and the assurance of accurate post¬ 
ings to the proper accounts. 

7. Any restrictive arrangements made or imposed during the stages pre¬ 
liminary to the audit. 
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If adequate tests have been made of original authorizations and documen¬ 
tary evidences, original record entries, account postings, accompanied by a 
complete verification of all transactions for selected accounts; if this has 
been done in accordance with the block sample or stratified random sample 
selections set forth in the examination of original records (Chapter 6 and 
subsequent chapters); and if the system of internal accounting control is 
satisfactory, only those income statement accounts which have a direct re¬ 
lationship to assets and liabilities need be investigated further. Examples of 
such accounts are building and machinery repairs, taxes, loss on inventory 
devaluation, loss on the sale or other disposition of fixed assets, patent ex¬ 
pense, depreciation, uncollectible account expense, unusual sales transac¬ 
tions, rental income, etc. 

If the percentage of error is low for the test, it may reasonably be con¬ 
cluded that the same low percentage applies to the remaining untested items 
in the array. Where the percentage of error is large or the nature of the 
errors serious, additional work is necessary if an opinion is not to be drasti¬ 
cally qualified and if any assurance is to be offered of the correctness of the 
final statements. A completely detailed audit is almost a procedure of the 
past. At the present time, adequate data are selected for testing, accom¬ 
panied by a detailed verification of highly important revenue and expense 
accounts or items within the accounts. 

Bankers, who formerly considered the balance sheet as prima-facie evi¬ 
dence of a good or poor credit risk, now look to the income statement as 
being of at least equal importance. As a result of profitable or unprofitable 
operations, loans are or are not paid. The income statement should be con¬ 
structed in conformity with sound practice and should at all times be so pre¬ 
pared that it shows all necessary and desirable information, properly classi¬ 
fied. While examining the revenue and expense accounts, the auditor must 
be alert to detect departures from normally consistent practice. Any such de¬ 
viations should be pointed out fully by means of footnotes to the statements 
or by means of report comments. 

The auditor can render a valuable service to his client by a careful analy¬ 
sis of expense and revenue accounts and by suggestions for increasing reve¬ 
nues or decreasing expenses. This work will include the following: 

1. The examination of expense and revenue accounts. 

2. The investigation of all pronounced fluctuations. 

3. The comparison of expense accounts of one year with the same accounts 
of preceding years and the investigations of the reasons for the changes. 

4. A percentage comparison of each expense with net sales or gross profit. 

5. A percentage comparison of gross profits with sales, for the purpose of 
determining causes of fluctuation. 

It is impossible, of course, to draw a program in minute detail for reve¬ 
nue and expense verification because of strictly local conditions surrounding 
each company and each audit and because of the fact that verification is so 



57B • AUDITING: PRINCIPLES AND PROCEDURE [Ch. 22 

frequently limited to tests, scrutiny, comparisons, and analyses. A general 
program may be summarized as follows: 

1. Expense and revenue accounts are principally audited when original record 
entries are vouched and postings verified. 

2. Selected accouncs should be analyzed to obtain an idea of whether or not 
they are normal, in view of changes in prices and in sales volume. 

3. The legitimacy and accuracy of large expense accounts should be investi¬ 
gated. 

4. Proper distinction should exist between capital and revenue expenditures. 

5. Expense accounts should be investigated to be certain that related asset and 
liability accounts are correctly stated. 

6. Samples of selected items of revenue and expense should be chosen for veri¬ 
fication. 

Audit Program for Sales and Other Revenue 

The audit program for sales and other revenue is as follows: 

1. Verify through the audit of the original records. 

2. Investigate the system of internal control. 

3. Audit by comparison. 

4. Compare prices on invoices with price lists. 

5. Verify extensions, footings, and discounts. 

6. Trace sales from the invoices to the sales records. 

7. Trace sales record postings to the ledger accounts. 

B. Trace entries to customers' accounts. 

9- Examine shipping records. 

10. Examine the accounting for prepaid transportation charges. 

11. Verify sales returns. 

12. Examine selected revenue accounts to establish the accuracy of related 
assets. 

13. Prove selected revenue accounts by reference to the business handled. 

14. Check for income not recorded. 

Sales 

The vouching of the original evidence of sales at the time original docu¬ 
mentary and accounting evidences are examined in connection with the ex¬ 
amination of the original records is the first step in the audit program set 
forth above. Additional material, directed toward the audit of sales transac¬ 
tions, is presented here. 

If the internal control and the recording system are satisfactory, sales 
summaries should be verified for totals; and the summaries should be com¬ 
pared with charges to Accounts Receivable and to Cash. If the internal con¬ 
trol and the recording system are not satisfactory, sales transactions should 
be examined in greater detail; and the failures of the system should be re¬ 
ported. In auditing sales, the purpose is threefold: (a) to determine that 
only sales for the period under review have been included, ( b) to ascertain 
that all sales for the period have been entered, and ( c ) to determine that 
the sales were correctly entered as to amount. If sales records have been held 
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open or prematurely closed, the auditor must prepare adjusting entries to 
reflect the proper state of affairs. Sales ostensibly made but not delivered do 
not constitute real sales, should not be anticipated, and therefore should be 
excluded from sales. An expected sale may be canceled at any time; and, 
even though a sales order may lead to the collection of the profit on the 
cancellation, that does not constitute justification for recording such antici¬ 
pation. The only justification for taking up profits on uncompleted work ex¬ 
ists in industries in which the construction period overlaps the accounting 
period. Cases of this nature are exemplified almost exclusively in the heavy 
construction industries. In such businesses, extreme care must be exercised to 
determine the validity and accuracy of the degree of completion of the con¬ 
tracts; otherwise, gross and net profits will be distorted between accounting 
periods. 

In comparing sales of the current year with sales of the preceding year or 
years, the auditor must ascertain that the Sales account includes only those 
items held forth for sale in the regular course of business operations. Pro¬ 
nounced fluctuations in sales should be investigated for cause and effect. 
Common causes of increase or decrease in product sales include the follow¬ 
ing: general business conditions; price polic) changes; style changes; 
changes caused by product emphasis or de-emphasis; interruptions to busi¬ 
ness caused by strikes, fires, or other events; the use of substitute products; 
changes in managerial efficiency; and employee dishonesty. Illustrations are 
presented in Chapter 26 showing dollar and percentage increases or de¬ 
creases from the preceding year. 

For a manufacturing concern, sales should be classified by products; for 
a mercantile concern, they should be classified by departments and, in some 
cases, by products according to departments. Many other classifications are 
possible, but those indicated here and in Chapter 26 are essential for the au¬ 
ditor in order properly to analyze the transactions of a business and advise 
the client. 

In the detailed verification of the transactions selected for a sample, the 
following procedures are to be noted: 

1. The prices appearing on sales invoices are compared with the prices ap¬ 
pearing in price lists, in catalogues, or on the merchandise, in order to 
detect overcharges or undercharges to customers. 

2. Dates on the sales invoices are compared with sales orders, inventory credit 
records, and customer account records, in order to determine that the sales 
records are promptly closed and to avoid the predating or postdating of 
invoices. 

3. Extensions and footings on sales invoices are proved. 

4. The invoices are traced to the sales records. 

5. Sales book totals are traced to ledger account postings. 

6. If sales are made on account, tests of the accuracy of subsidiary accounts 
receivable ledgers must be made. 

7. Cash from cash sales is traced to the bank. 
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Shipping department records are examined as valid evidence of shipping 
dates; hence, they serve as the guide for the proper closing of the sales ac¬ 
counting records. An examination of the inventory accounts also reveals 
whether the sales records are promptly closed. A comparison of the sales 
also might reveal a pronounced increase or decrease in sales toward the end 
or in the beginning of a period, thereby possibly indicating late or prema¬ 
ture closing of the sales records. For the last month of the accounting period 
and for several days of the subsequent period, the auditor should check the 
orders received and the sales invoices against the sales journals to determine 
that all are recorded; and he should check the subsidiary accounts receivable 
ledgers to ascertain that proper, not fictitious, persons were charged. If an 
order was received before the close of the period, was not shipped or only 
partially shipped at the close of the period, and was recorded in total as a 
sale, both accounts receivable and sales are overstated. Also, if orders were 
received and shipments made before the end of the period, and if the sales 
are recorded as of the new period, sales and receivables are understated for 
the period under audit. The sales figures shown should represent net sales 
prices—that is, the sales price should not include such items as trade dis¬ 
counts, quantity discounts, and freight charged to the customers. Cash dis¬ 
counts may or may not be deducted, depending upon the cash discount pol¬ 
icy of the company. 

When shipments are made F.O.B., title passes to the purchaser at the 
F.O.B. point. Thus, the seller pays the transportation charges to the F.O.B. 
point. If goods are delivered to a carrier C.I.F., title passes to the purchaser 
when the goods are delivered to the carrier. In determining the accrual of 
income, courts have held that income accrues to a vendor upon delivery to 
a carrier under a C.I.F. contract or upon delivery to the F.O.B. point under 
an F.O.B. contract. It is customary, however, to include in the sales for the 
current period the amounts of all shipments, including F.O.B. shipments. 

It is sometimes possible to verify roughly the accuracy of sales figures by 
computing the number of product units sold and multiplying by the unit 
sales price. This is usually possible only if commodities are few in number 
and if unit inventory records are properly reduced upon shipment. The for¬ 
mula for such a test is as follows: Units of inventory at beginning of period, 
plus units manufactured or purchased, minus units in ending inventory, 
equals units sold during period. 

Consigned merchandise records must be investigated to determine that the 
true profits were brought into the records at the time of sale and reporting 
by the consignee. 

Sales Returns and Allowances 

Sales returns and allowances are tested, scrutinized, and compared with 
those of former years; ordinarily, this examination is accomplished if the 
original records have been properly audited. To summarize: 
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1. Account for all credit memoranda issued to customers during the year. 

2. Verify prices, extensions, and footings on the memoranda. 

3. Examine the memoranda for proper approval. 

4. Trace credit memoranda postings from the original book record to the 
ledger accounts, and be certain that the proper accounts have been charged. 

5. Compare credit memoranda for returned merchandise with ( a ) receiving 
records and ( b) inventory records. 

6. Examine credit memoranda for a few weeks after the close of the period. 

One of the purposes in an analysis of sales returns and allowances is to 
determine the reason for the returns and to suggest corrective measures. 
Sales returns and sales allowances for two or three weeks after the end of 
the accounting period must be investigated carefully to ascertain that the 
sales made during the period under examination were legitimate and that 
the returns and allowances are not merely the reversal of unauthorized ship¬ 
ments or bookkeeping entries made toward the end of the period under au¬ 
dit; such shipments or entries might have been made for the purpose of 
"window-dressing” the financial statements. 

Other Income 

Revenues should always be properly divided between operating and non¬ 
operating (other) sources, so that periodic comparisons are not distorted, 
and so that the income statement may be properly prepared. The best prac¬ 
tice for other incomes is to verify them in detail regardless of source. These 
other sources are usually dividends, interest, purchase discounts, rebates, 
rentals, and sales of capital assets at a price in excess of carrying value. One 
of the important decisions for the auditor is whether to show certain of these 
items as revenue, expense deductions, or direct proprietorship credits; his 
duty lies in properly informing the reader of the income statement as to the 
effect of unusual and large items on the normal operations of the company 
under audit. 

In the event that all other income is shown in one ledger account, the 
auditor should analyze the account and separate the component parts for 
statement purposes. Revenues from such sources as dividends, interest, rent¬ 
als, and sales of capital assets are ordinarily verified at the time of auditing 
the related asset accounts. Purchase discounts are verified in connection with 
the cash and accounts payable verifications. 

Cost of Sales 

In examining cost of sales, the inventory verification takes care of the 
work in connection with the inventories of raw material, work in process, 
and finished goods. The inventories stated in the balance sheet should con¬ 
form to those shown in the income statement, unless there are losses taken 
up because of the difference between the cost and the market price of ending 
inventories; these losses should be shown not as a part of the cost of goods 
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sold but as other expenses ( a) because the gross profit percentage figures are 
distorted if they are treated otherwise and (b) because the inventories are 
on hand and have not been sold. 

In order adequately to confirm the accuracy of cost of goods sold, pur¬ 
chase records must be verified for selected periods, including the last month 
of the year. Authority for the purchase should be investigated and compared 
with the creditor’s invoice. The creditor’s invoice is verified for price, quan¬ 
tity, extensions, and footings; the purchase is traced to the receiving and in¬ 
ventory records and then traced to the payment vouchers or disbursements 
records; paid cheques should be compared with the invoices and with the 
entries. Common errors in recording purchases of raw materials or other in¬ 
ventories are as follows; 

1. Failure to include items in the inventory when vendor invoices have been 
received and recorded. 

2. Omission of invoices from the records and also omission of the related 
inventory. 

3. Inclusion of items in the inventory and failure to record the vendor invoice. 

4. Omission of items from the inventory when they are returned to the vendor 
and failure to take up the related credit memorandum because it probably 
has not been received. 

Receiving department reports are checked against the stock records in 
order to test the accuracy of the stock records and to be certain that all ma¬ 
terial received is actually sent to the stockroom. Stock requisition summaries 
should be inspected and traced to stockroom inventory records and to work- 
in-process records in order to ascertain further that stock records are prop¬ 
erly kept and that the work in process is correctly charged for materials 
placed in process. 

Gross profit increase and decrease should be compared on an annual 
basis, and the percentage of gross profit earned on net sales should be com¬ 
puted and compared with that of prior years. A complete study should be 
made to determine the causes of fluctuations in gross profit and in gross 
profit percentage, so that causes of increased or decreased profits may be 
pointed out, and so that possible remedial measures may be instituted for 
correction of an unfavorable trend or for promotion of a desirable trend. 
The audit report should contain a full description of the causes, effects, and 
suggestions made in connection with the analysis of gross profit. Causes 
might include changes in selling prices; changes in volume; changes in ma¬ 
terial, labor, and overhead; errors in inventories; errors in recording pur¬ 
chases and sales; etc. For comparative statements of cost of goods sold, see 
Chapter 26. 

Expenses 

Expenses are principally verified at the time of examining the original rec¬ 
ords and verifying postings to the ledger accounts. The amount of addi- 
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tional work to be performed in connection with expenses is dependent upon 
the system of internal control, the practices of the company, the use of 
proper expense classifications, and the requirements of the engagement. In 
an initial engagement the auditor will of necessity perform more work in 
connection with expense verification than he will in succeeding examina¬ 
tions of the same client. 

Selected expense accounts will be analyzed in detail in order to determine 
the composition of the account, to note fluctuations therein, and to ascertain 
that proper distinction is being made between capital and revenue expendi¬ 
tures. On the other hand, many expense accounts are simply scanned and 
others partially tested. In some cases, authorizations of amounts appear; and, 
if the expense charges agree with the authorizations, the auditor may be satis¬ 
fied. Variations in the same expense from period to period should be care¬ 
fully watched and investigated, on the basis that any expense account, if not 
properly controlled, tends to rise. Also, an analysis of variations in expense 
accounts may lead to the detection of fraudulent transactions or fictitious en¬ 
tries. 

The use of percentage figures is advisable to show points of importance 
and significance in a forceful manner. Percentage figures must be used with 
discrimination in order to avoid confusion. Consider the effectiveness of the 
following: 


Explanation 

1951 

1950 

1951 

Percentage 
of Sales 

1950 

Percentage 
of Sales 

Percentage 
of Increase 
or Decrease, 
1951 over 
1950 

Sales. 

$1,000,000 

$500,000 

100% 

100% 

100% 

Cost of sales. 

630,000 

300,000 

63% 

60% 

110% 

Gross profit. 

$ 370,000 

$200,000 

37% 

40% 

85% 

Selling expenses. 

150,000 

100,000 

15% 

20% 

50% 


$ 220,000 

$100,000 

22% 

20% 

120% 

Administrative expenses. 

BO,000 

50,000 

8% 

10% 

60% 

Net Profit. 

$ 140,000 

$ 50,000 

14% 

10% 

1B0% 








Audit Program for Payrolls 

As an example of expense examination, the following detailed program 
is presented for the audit of a payroll: 

1. Review the system of internal control. 

2. Compare payroll with cash disbursed. 

3. Test computations of individual earnings. 

4. Test payroll footings, postings, and distributions. 
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5. Compare individual cheques with individual earnings. 

6. Test hours, rates, etc. 

7. Verify unclaimed wages. 

8. Verify accrued wages and salaries. 

9. Attend or perform a distribution of payroll to employees. 

1. Review the System of Internal Control. Every concern has its own 
method of conducting its payroll procedure. The auditor must examine the 
method and familiarize himself with it. Inquiries should be made as to the 
procedures followed in accumulating time, preparing the wage and salary 
calculations, verifying the computations, approving the payroll, paying the 
employees, and authorizing wage and salary increases and decreases. This in¬ 
vestigation is made for the purpose of judging the effectiveness of the in¬ 
ternal control procedures. 

The processes of computing the pay, preparing the cheques or cash, and 
paying the employees should be segregated to the greatest extent possible. 
Payroll records should be established to show—by pay periods and cumula¬ 
tively, quarterly and annually—the gross earnings per employee, all 
amounts deducted from his wages, and the net cash disbursed to him. The 
periodic payroll of all employees should be summarized from the individual 
earnings records, setting for the total gross earnings, the deductions, and the 
net cash disbursed. 

An independent mailing of Form W-2 to every person who is employed 
at the end of the year or who was employed during the year offers a good 
insight into company payroll control. Each W-2 form should be compared 
with each employee’s earnings record by the auditor and mailed by him, 
with the request that any differences be reported directly to the auditor. 

ILLUSTRATION. A branch supervisor reported the semimonthly pay¬ 
roll to the home office for the preparation of cheques to be returned to 
the branch; the supervisor kepr terminated employees on the payroll 
for one additional semimonthly period, forged an endorsement of the 
name of the ex-employee, and appropriated the money. The independent 
mailing of Form W-2 brought forth an objection from two former em¬ 
ployees. 

2. Compare Payroll with Cash Disbursed. The total of the periodic 
(weekly, monthly, etc.) payroll according to the Payroll Record should be 
accumulated and compared with the total of the cheques drawn for this pur¬ 
pose according to the cash disbursements records. In general, this is the same 
procedure as that followed in the examination of cash disbursements. The 
cheques drawn or cash disbursed should equal the gross payroll less the 
amounts deducted from employees, plus or minus amounts drawn in excess 
of or less than the payroll cash. One gross payroll cheque may be for more 
or less than the exact cash (or payroll cheques) to be disbursed on any one 
payday. If the payroll cheque is for more than the cash to be disbursed, the 
excess should be promptly redeposited in the bank; and the auditor must 
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trace the deposit. If the payroll cheque is for less than the money to be dis¬ 
bursed, investigation should be made of advance wage payments. 

Deductions for social security taxes, applicable state unemployment taxes, 
income taxes withheld, hospitalization, union dues, employee purchases, and 
other items should be tested for individuals, totaled, and proved against the 
total for the summarized payroll and against the remittances to the state and 
federal government and to other agencies and organizations to ascertain that 
the amounts deducted are actually remitted to the proper agency. 

3. Test Computations of Individual Earnings. Names on the payroll 
should be compared with those on authorized employment records. Rates ac¬ 
cording to the payroll records must be compared with authorized rates, and 
examination must be made of authorized increases and decreases in rates. 
Separation authorizations must be checked against the payroll, particularly 
with respect to dates. Individual payroll extensions, footings, deductions, and 
net cash paid should be tested in order to assure the accuracy of computa¬ 
tions and of amounts paid to individuals. 

4. Test Payroll Footings, Postings, and Distribution. As an expansion of 
section (3), above, tests should be made of the extensions appearing on 
the payroll records; and the records should be footed for gross amounts, 
each class of deduction, and net cash. 

Postings from the entry in the Payroll Journal should be tested against 
each of the general ledger accounts involved. When a payroll is distributed 
over the functions of manufacturing, selling, and administration, by depart¬ 
ments, jobs, etc., the distribution should be tested by taking the original 
source data—such as job numbers, department time records, department 
numbers, or other base—for the selected pay period and reconciling the pay¬ 
roll record distribution with these data. Distributions should be footed and 
crossfooted to agree with the total gross earnings. 

5. Compare Individual Cheques with Individual Earnings. If the prefer¬ 
able practice is followed of paying employees by cheque from a separately 
established payroll fund, the paid cheques should be tested with the net cash, 
as shown in the individual earnings records; names and cheque numbers also 
should be compared. Cheque endorsements should be scrutinized, although 
multiple endorsements are common on payroll cheques. Full investigation 
should be made if more than one endorsement is that of a company em¬ 
ployee. 

Bank reconciliations should be prepared for separately maintained pay¬ 
roll bank accounts. Cheques outstanding for two months should have their 
payment stopped, and the amount should be transferred to an Unclaimed 
Wages account. The auditor should examine cheques that were long out¬ 
standing and then cashed to be certain that they were originals and not 
duplicate payment cheques prepared and cashed without proper authoriza¬ 
tion. 

If wage payments are made in currency, and if receipts are obtained from 
the employees, the auditor should secure the receipts and all unclaimed pay 
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envelopes and check all items against the individual earnings records of the 
employees. To follow this procedure, the auditor must be present at the 
time the payroll is actually distributed to employees; to do it for a payroll 
distribution not witnessed is not of much assistance in judging the effective- 
nes of the system of internal control or in judging the honesty of the pay¬ 
roll, since a dishonest person would then have time to manipulate records, 
receipts, and unclaimed pay envelopes. 

6. Test Hours, Rates> etc. From clock cards, time tickets, job cards, and 
other original data, tests should be made of the hours worked, rates of pay, 
and total pay according to employer records. On the assumption that clock 
cards constitute the original evidence of an employee working, the auditor 
should select the cards for two or three pay periods and check them against 
the employment records of the personnel department. If there is a card for 
a person not listed in the personnel records, the possibility of fraud is immi¬ 
nent, with or without collusion. 

Each card should be examined for alteration of name, date, and daily time 
in and time out. Changes in date might indicate payroll padding by taking 
the card of a former employee and continuing him on the payroll. Altera¬ 
tions of in-and-out time might be made for the purpose of padding a payroll 
and extracting the excess from the employee’s envelope. Changes in in-and- 
out time should bear the approval of the proper departmental or other su¬ 
pervisor. The total hours worked daily and weekly (or other payroll pe¬ 
riod) should be accumulated and traced to the payroll record. The rates of 
pay for each employee should be obtained and the hours multiplied by the 
rate of pay in order to obtain the total gross wage. Thus, a detailed examina¬ 
tion is made of the cards selected; and the auditor obtains a better insight 
into the system of internal control and into the client’s adherence to appli¬ 
cable wage-and-hour laws. 

if piecework, premium rates, or production bonus plans are in existence, 
the auditor should obtain copies of the established rates and arrangements 
and verify these established rates against the production records to deter¬ 
mine proper wage calculation and to investigate the system of internal con¬ 
trol. 

7. Verify Unclaimed Wages. As pointed out in Chapter 18, unclaimed 
wages should be properly controlled. The amounts unclaimed should be 
transferred immediately to someone not in the payroll department. If the 
amounts are not claimed in a reasonable time, they should be deposited in a 
special bank account. Charges made to the Unclaimed Wages account when 
the employees are paid should be compared with the individual earnings rec¬ 
ords for the period involved. The final disposition of unclaimed wages 
should be made in accordance with the laws of the state; and, if the items 
revert back to the client, they should be returned to income. 

8. Verify Accrued Wages and Salaries. To determine accrued wages, 
the time-clock cards, piecework data, and other original evidence must be 
converted to payroll dollars exactly as if a payroll were being computed; 
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the proper wage and salary expense accounts must be charged and the 
proper liability accounts credited. These entries preferably should be re¬ 
versed as of the first day of the new period. 

In verifying accrued salaries and commissions, reference must be made 
to the minutes of meetings of the board of directors and the executive com¬ 
mittee, employment contracts, bonus agreements, and commission agree¬ 
ments in order to determine the proper amount of the accrual. All such evi¬ 
dences in the form of contracts should be signed by both employer and 
employee. Bonuses may be based upon net profits before or after income 
taxes, upon net sales, upon units sold, or upon a combination of factors. 

9- Attend or Perform a Distribution of Payroll to Employees. As a test 
of the effectiveness of the system of internal control over payrolls, and as a 
method of familiarizing himself with the company payroll procedure, the 
auditor should witness a payment of the employees; or he should personally 
make the payments to the employees on a payday when he is engaged in the 
audit. This should be done without prior announcement, just as the em¬ 
ployees are about to receive their money. While witnessing or paying, the 
auditor should be alert to the possibilities of paying an employee in dupli¬ 
cate. He must note how employee identification is made, by receipt or other¬ 
wise; and he must immediately control unclaimed wages and follow their 
disposition in accordance with the procedure of section (7), above. 

Audit Program for Expenses 

An audit program applicable to the majority of expenses is presented, 
followed by a brief description of several typical expenses. 

1. Review the system of internal control over expenses. 

2. Verify the authority for expense incurrence. 

3. Audit by comparison with prior periods, sales, and related expenses. 

4. Determine the propriety of expense account classifications. 

5. Analyze selected accounts to ascertain if they are normal. 

6. Watch for items charged to expense which should be capitalized. 

7. Inspect expense vouchers for major items. 

8. Examine selected expense accounts to establish the accuracy of related 
asset or liability accounts. 

9- Ascertain that all expenses have been recorded. 

10. Verify distributions of expenses. 

11. Examine and approve the contra credit for expense debits. 

12. Verify the computation of overhead rates for a factory. 

13. Investigate the manner of charging labor to work in process. 

Depreciation and Amortization 

Depreciation and amortization charges ordinarily are verified in connec¬ 
tion with the examination of the fixed tangible and intangible assets and 
their related depreciation allowance accounts. The computations of the pe¬ 
riodic charges should be verified and traced to the expense accounts. Credits 
to depreciation expense accounts and charges to allowance for depreciation 
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accounts should be critically examined. The method of computing deprecia¬ 
tion should be consistent from year to year. In computing depreciation for 
federal income tax purposes, the auditor should exercise care to determine 
that allowable rates have not been exceeded unless proof of the circum¬ 
stances giving rise to the accelerated rate can be produced. If fixed asset ap¬ 
preciation has been recorded, care must be exercised to determine that the 
depreciation expense charges subsequent to the appraisal have been properly 
recorded. 

Depreciation accounts must be carefully examined in order to determine 
that assets discarded, sold, and traded in exchange for similar assets have 
been properly recorded in all of the ledger accounts involved. Disposition 
loss may not be taken up by a charge to Depreciation Expense, nor may it 
be ignored by a credit to the discarded asset account at sales price; the loss 
should be indicated by charges to the proper other expense accounts. If an 
asset is exchanged for a similar asset, and if a taxable gain or deductible loss 
is not recognized, the difference between the book carrying value and the 
amount realized in the exchange must be charged to the new asset account 
if a loss was incurred or credited to the asset account if a gain was realized. 
When an asset is sold, loss or gain should be reflected in income; likewise, 
loss or gain in a taxable exchange must be reflected in income. 

Repairs and Maintenance 

The repair and maintenance expense accounts normally are analyzed at 
the time fixed asset accounts are audited. Repair and maintenance charges 
should receive considerable attention in order to ascertain that distribution 
has been made to the correct accounts and departments and that expenses 
and capital charges have not been confused; neither expenses nor assets 
should be overstated. The analysis and verification of repairs and mainte¬ 
nance consist of account analyses and inspection of invoices, shop orders, 
and payrolls in order to determine the propriety of the charges, the cor¬ 
rectness of the amounts, and the proper account classification. Some com¬ 
panies may follow the policy of capitalizing all maintenance charges in 
excess of a stipulated amount by charging the proper allowance for deprecia¬ 
tion; all amounts below that figure are then charged to expense. Other con¬ 
cerns consider each case as it develops. In audits of large companies, only 
items of substantial amount need be examined. The auditor should not hesi¬ 
tate to comment when, in his opinion, good judgment has not been used in 
distinguishing between capital and revenue charges. Maintenance accounts 
should be analyzed for the comparative data they yield between periods and 
between different types of fixed assets. 

Taxes Charged to Operations 

The necessity for the determination of correct tax expense arises in the 
course of the verification of the current liabilities. All tax bills paid and all 
city, county, state, and federal tax returns filed during the period must be 



Ch. 22] REVENUE AND EXPENSE ACCOUNTS ■ 589 

examined to determine whether they are applicable to past, present, or fu¬ 
ture periods. An examination of paid tax bills and tax returns also indicates 
to the auditor the amount of taxes which properly should be accrued at the 
date of the balance sheet. These accruals, together with the recorded but 
unpaid tax items, constitute the tax liabilities at the balance sheet date. Thus, 
while verifying the tax liabilities, it has at the same time been necessary for 
the auditor to examine the related expenses. In verification of the payment 
of the taxes, for which paid receipts and copies of tax returns are on hand, 
the auditor should examine the related entries and paid cheques in support 
thereof. These comparisons constitute further proof that the taxes actually 
have been paid and that bills have not merely been stamped "Paid” in order 
to cover a liability. 

Tax accounts usually require analysis for proper distribution of manufac¬ 
turing, selling, and administrative costs unless separate accounts are carried 
for each type of tax; and even in the latter case the auditor must watch the 
classification distribution made of each account so that manufacturing, sell¬ 
ing, and administration costs will be correctly stated. The employer’s portion 
of the old-age annuity tax, applicable state unemployment taxes, and the 
federal unemployment tax should be prorated to the proper divisions. 

/nsurance 

Casualty insurance expenses commonly are examined during the course 
of the audit of prepaid expenses. A working paper for insurance is presented 
in Chapter 14. Workmen’s compensation insurance should be prorated to 
manufacturing, selling, and administration on the basis of the rates appli¬ 
cable to the payrolls involved; and all other types of insurance expense like¬ 
wise must be properly prorated. The various types of insurance expense 
should be compared with the same expense of the prior year; major varia¬ 
tions should be investigated. 

Heat, Light, and Power 

Heat, light, and power charges should be compared on an annual basis; 
and, where desirable, analyses should be prepared of the relative costs of 
purchased and developed services. Worn equipment and inadequate mainte¬ 
nance often cause these expenses to rise, and adverse and favorable trends 
should be mentioned in the audit report. A test should be made of service 
company bills. The service companies should be requested to confirm de¬ 
posits made with them. 

Supplies Expense 

Factory, office, and selling supplies expense accounts should be examined 
to the extent necessary in view of the internal control. Comparisons should 
be made from year to year and major fluctuations investigated. Invoices for 
at least 10 per cent of the expense items should be vouched, either at this 
point or at the time of examining cash disbursements. If, in connection with 
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the examination of cash disbursements and inventories, a sufficient examina¬ 
tion has been made of supplies expense, the only additional work necessary 
is to audit by comparison and to scrutinize the supplies expense accounts for 
large items not already examined. Proper physical control over the supplies 
and their distribution is essential at all times. 

Delivery Expense 

Delivery expense is an important cost in the distribution of goods. De¬ 
livery expense accounts may be analyzed in sufficient detail to determine 
that all expense charges are proper; or in a detailed audit a complete analy¬ 
sis may be made of each item of delivery expense for each territory, commod¬ 
ity, truck, driver, or freight charge. Truck operating costs compiled on a 
comparative basis, by such factors as depreciation, gas and oil, repair costs, 
etc., often reveal the efficiency of the equipment and the drivers. Compara¬ 
tive analyses of hired delivery services often reveal wide cost variances. 

Travel Expense 

Traveling expenses should be investigated both to determine their 
reasonableness and to ascertain if the expenses are properly supported by 
evidences of the expenditures. If supporting evidence is not available, there 
exists the risk of disallowance for federal income tax purposes. 

Other Expenses 

The other, or non-operating, expenses arise in connection with interest 
and discount on bonds, interest on mortgages, interest on notes payable, 
losses on the disposition of fixed assets, losses on the disposition of invest¬ 
ments, inventory adjustments, fire losses, sales discounts, etc. The other ex¬ 
penses should be carefully investigated to determine that computations are 
correct and that the expenses do not appear in the manufacturing, selling, or 
administrative expense section of the income statement. The majority of the 
other expenses are verified in connection with the audit of the original rec¬ 
ords and during the course of the examination of the related asset and liabil¬ 
ity accounts. 

Arguments sometimes arise as to where selling and administrative ex¬ 
penses meet. In the last analysis, there is no sharp line of demarcation be¬ 
tween them; the auditor may follow the practices of his client—provided 
these practices are proper and conform to accepted accounting principles 
and procedure. Normally, there is a fairly sharp line of demarcation be¬ 
tween operating and other expenses. The other expenses may consist of (a) 
recurring items and (b) non-recurring items. Each of these two subclasses 
of expense should be clearly set forth in the income statement. Common ex¬ 
amples of the non-recurring items include loss on decline in the market 
price of inventories and fire and other casualty losses. Although the federal 
income tax is a recurring expense, it should be separately set forth after 
other expense, just before the final net profit for the period. 



Illustration 70 


LANG CORPORATION 
Administrative Expense Analysis 
December 31, 1951 


Prepared by_ 
Date- 

Reviewed by_ 
Date- 


Item 


Depreciation of office building 

(see Building, Schedule 8B) 
Depreciation of office equipment 

(see Office Equipment, Schedule 8C) 
Total Depreciation 

Insurance expense (see Prepaid Insurance, 
Schedule 12A) 

Taxes (see Prepaid and Accrued Taxes, 
Schedule 13B): 

Franchise 
Personal property 
Real estate 

Total Administrative Taxes 

Salaries, officer: 

James Delaney, President 
John Dunbar, Treasurer 
Jack Dory, Secretary 
Total Officers’ Salaries 

Salaries, office: 

Factory manager—to factory 

Sales manager 

Office manager 

Accounting clerks 

Stenographers 

Other 

Total Office Salaries 

Office supplies expense (sec Supplies Inven¬ 
tory, Schedule 12C) 

Stationery and postage 
Total Office Supplies Expense 

Contributions: 

Red Cross 
Community Chest 
Church 
Y.M.C.A. 

Total Contributions 


Book 
Balance 
Dec. 31, 
1951 

Adjustments 

Adjusted 
Balance 
Dec. 31, 
1951 

AJE 

Dr. 

AJE 

Cr. 

$ 1,500 

(17) 

$300 



$ 1,800 

800 



(19) 

50 

750 






$ 2,550 

1,650 





$ 1,650 

300 





$ 300 

400 



(20) 

100 

300 

250 

(21) 

250 



250 






$ 1,100 

17,000 





$ 17,000 

15,000 





15,000 

11,000 





11,000 






$ 43,000 

10,000 



(22) 

10,000 


9,000 





$ 9,000 

9,000 





9,000 

14,000 





14,000 

15,000 





15,000 

16,000 





16,000 






$ 63,000" 

1,000 



(23) 

300 

$ 700 

650 





650 






$ 1,350 

1,000 





$ 1,000 

2,000 





2,000 

1,000 





1,000 

500 





500 






$ 4,500 

$127,050 


$550 


$10,450 

$117,150 








Grand Total 
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Expense and Revenue Analysis 

The working paper for the analysis of items of revenue and expense must 
be designed with the idea of setting forth the desired information in the 
most enlightening manner. The particular ends sought in any designated en¬ 
gagement also serve as a guide to the working paper design. A working pa¬ 
per for the analysis of administrative expenses is shown in Illustration 70; 
other forms appear in the Illustrative Audit, in Chapters 5 and 6, and at 
other points throughout the text. 

Standard No. 28 

Based upon the auditing procedures set forth and developed in this chap¬ 
ter, the following standard for revenues and expenses is presented: 

No. 28. 'The examination of revenue and expense accounts should be 
on a test basis of sufficient extent and intensiveness that, when combined 
(1) with the examination of the balance sheet accounts and (2) with the 
examination of the efficiency of the system of internal control, the auditor 
is satisfied (a) as to the genuine nature of the transactions, ( b) as to the 
reasonableness of the accuracy of the transactions, and (c) as to their proper 
account classification.” 

Internal Control Questionnaires for Sales, Expenses , and Payroll 

Internal control questionnaires are presented for sales (Illustration 71), 
for expenses (Illustration 72), and for payroll (Illustration 73). 

QUESTION5 AND PROBLEMS 

1. The City Manufacturing Company manufactures a variety of products, 
ranging in size and price from small inexpensive articles to large costly ma¬ 
chines. Its operations are highly departmentalized; and its manufacturing ex¬ 
penses are allocated to departments, for each of which an overhead rate has 
been established. 

Explain how you would satisfy yourself as to the correctness of the appli¬ 
cation of the manufacturing overhead in determining the cost of the prod¬ 
ucts manufactured and sold. 

2. States the audit procedure in checking the following: 

a) Tuition income of a large university 

b) Income of an investment trust 

c) Income of a public hospital 

3. In a general audit, why might you decide to compare sales for the last two 
weeks of the audit period with shipping room records? 

4. Using the bonds listed at the top of page 593 as an example, demonstrate 
how it would be possible to verify the total interest income earned during 
the year 1951 without actually verifying the income from each separate bond. 
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Bond 

Rate 

Date 

Acquired 

Date 

Sold 

Par 

Total 

Superior, firsts 

■>% 

Feb 10, 1951 


$1,000 

$3,000 

Ontario, first consolidated 

■>% 

Mar B 1951 

Dec 9, 1951 

1,000 

4,000 

trie, firsts 

6% 

April 3, 1951 

N iv 6, 1951 

1,000 

5,000 

Muhigan, firsts 

6% 

April 29, 1951 


1,000 

6,000 

Huron, firsts 

6% 

June 15, 1951 

Dec 20, 1951 

1,000 

7 000 


Illustration 71 


INTERNAL CONTROL QUESTIONNAIRE 

Sales 



Net 


Yes 

Nn 

AppliLjl le 

1 




1 Are sales i rders pr pcrl\ cunlrnlkd? 




2 A rr cust imers’ rdtrs ippr ved h\ tl r s lies department ? 




3 Arr customers’ orders appri \ed by the cred d | irtment? 




a) Is the credit department independent file Biles department? 




4 Are Bales orders preuumbcrLd ? 




a) Are all numbers acc unted fi r? 




S Are Bales nidrrs matched with s lira inv c iLrs ? 




6 Are back orders properly uinti lit l1 ? 




7 Are shipments mulL rn propLr authoiili ? 




a) Art shipping advices pm llcred? 




b) Are shipping adv iccb mate, cdwilhsil k mv tires? 




c) Dies the billing depir i rut rcceiv i i topi of the shipping 




advice directly frt m the shipping dcpirtmrnt? 




8 Is therL Rimultane us preparation f the f lb wing 




a) Invuce? 




b ) Shipping advice? 




f) Inventi r> nquiBin n ? 




9 \resiksmv ices se 4 lenhallv 1 rrnumbei ed? 




a) Are all inv iill numl trs au. unttd f r? 




b) Arr voided sales inv uceB rt t lined? 




10 Arc sales inv mes checked f r tl r f 11 wing 




a) Quantities billed versus quantities si i| ped? 




b PrueB? 




rl 1 xtensi ns and f tings? 




d) C redit tirim granted? 




11 Are sales invoices matcl ed with siles oiders? 




12 Are siles proved independently of ihe tCL i ntmg department? 




11 Is nerd andise frtn returned sties pr prrly handled 




a) In the receiving depirlinent? 




b) In the mvrntrr} rec rds? 




c) In the accounts receivable reccrds? 




14 Arc receiving rrp rts prcptrid f r rLlunud g uds? 




Tl If receiving rep tlb arc pnpaitd iil tl lv ir a died with Lrcdit 




ii emoranda? _ 




lb Are tht clisscs if saks indicated belcw l i tiolled and reerrded in 




the nine manner as reguhr charge sales to charge customers 




a) Cash sales? 




i) COD sales? 




c ) Saks to tmpl > res? 




d) Sales )f scrap? 




e) SaleB if fixed assc Ib? 




17 Is it p ssibk to match unit sales with inventory reLurd credits? 




18 Is there an adequitc check on transportation allowances 




a ) By rcfcreiiLe to tLrms of sale? 




b) By checking againsL freight rate sdicdukB and freight bills? 

Prep irLd bv 



Date_ _ 



Reviewed b 



Date 



1 



Illustration 12 


INTERNAL CONTROL QUESTIONNAIRE 

Expenses 


_ 

Yea 

1 No 

Not 

AppliLahle 





1 Ib thr’-e an nrgamred purchasing department? 




2 If the answer t) Question (1) is "yes ” is that department inde 




pendent of the following 




a) I lie receiv mg department? 




b) I he s lipping depirtment ? 




r) The accounting department? 




3 Are all purchase orders executed in writing ? 


i 

1 

1 


4 Are purchase orders se |iientiall\ prenumbtri d? 



5 Are purchase orders pr pirly appnved 




a) 1 dt price? 



- 

b) 1 or quantm ? 



r) h ar supplier? 


— 


6 Does the irtounting department receive directly 



a) A copy of the purchase order? 



b ) A Lopy of th l rrcuving report? 




7 Does thrrLUiwng dt partment obt mi copies of purchaBc ordcrB for 




authority to accept materials supplns lil ? 




8 Are receiving reports sequentially prenumbered? 




a) Is the sequence of numbers clucked by the accounting depart 




ment? 




9 Does the receiving department permanently retun a copy of re¬ 
ceiving repi rts? 






- 

ID Does the purchasing department receive i i p\ if the receiving 



rep in? 



- 

11 Is the amounting depirtmenl iriirneduttlv mtifiid of returns to 


— 

vend >rs? 



12 Are returned purch ibbb r uted through the shipping department? 




a) Are shipping reprrts prepared f r returns? 




b) If the ii swer tj Questi n (a) is \ es ’ are the shipping reports 




matched with credit mem is from the vtnd r? 




13 D es the ai r Hinting department match mv hclb wall Llie following 




a) Purch ise orders? 


- 


b) Receiving reports? 



14 Are invoices pr perlv ippi t v ed for paymr nl ? 


— — 


I 1 ? Are mu ices pi npcrly checked fui the following 



a ) PiiLes? 



b) I xtensions and f >uLmgs? 




c) Transportation charges? 




16 Are shortages and damaged gc ids pruperly reported? 



— 

17 Are invoices adequately stamped t prevent duplicate piyment? 



18 Do non material purchast ordrrs i nginile in one place? 




1!? Arr non iniLcriil invoices propcrlv ippi vLd by executives nr dc 




partmem heads priur to payment? 




20 Are statements received from creditors checked by the accounting 




department to open accounts or open items in the \ oueber Register? 




21 Are all vouchers supporting d icunients and expense distributions 




received and signed by a properly authorized person prior to the 




authori/auon for payment? 




22 Prior to approval fir payment arc all related documents for an 




invoice assembled in one place? 




23 Are purchases made kr the convenience of employees routed in 




regular manner through the following 




a ) Purchasing department? 




b) Receiving department? 




c) Hilling department? 




d) Accounting department? 




24 Is a postage meter used for outgoing mail? 


Prepared by_ 

Dale_ 

Reviewed by. 

Date_ 



Illustration 73 


INTERNAL CONTROL QUESTIONNAIRE 

Payroll 

rTT' 

No 

Not 

Applicable 





1 Is employment properh authorized* 




2 Is sepantion properI> authorized* 




3 Arc ntc inLreases and decreases propLrlv authorized? 




4 Arc nnginal time records 




a) Properly prepared? 




b) Properly controlled to avoid illeration* 




S Are tme clocks used for the following 




a) b actory emplnj ecs? 




b ) Office einplr y ees* 

. - 



6 Art piecework records kept by the following 




a) Time cluck* 

- 



b) Other* 




7 Arc piecework records compared with actual production? 




H Is the preparation nf the paj roll divided over the maximum number 




d! employees appr ipnate in thr uriuinsl i ices* 

— 



9 Are pay r 11 calcul ti ms rerhccked prior t piynicnt? 



10 Are employLCH rotated in the preparation if the pay r >11? 




11 Is tl e total time for i adi tmphvee ippi Lived by a depirtmentil 




foreman or by a timekeeper* 




12 Arc all employ ei b paid liv cheque* 




n If employees w c p ml by cheque 




a ) Are the rhe pic s sequent ills prrnumbered* 




b) Are voided cheques ret t ned* 




r) Are spoiled cheques pr puly voided* 




d) Art unused payr 11 cheques rigidly controlled* 

— 

— 

— 

f) Does the client use i lilt jue pr lector? 

14 If a f icsinulr sign ilurL is used thr ugh a mechanical cheque signer 



is access tr the machine pr pi rly cuntnllrd* 

— 

— 

— 

15 Is the pavr 11 paid thrtugli i separate hank termini* 

16 Dots the ptrs ni who signs the payrull cheques participate in the 
prcpinli n f ihi payroll? 







17 Dues Lhc peisun wh signs the pay rill ihtquLs have access to thr 




ait unting rei irds* 




Ih If tlir payr jII is paid in curn ncy and c in 




a) Are receipts subnulled by ei iployets* 



— 

b) Are the ricLipts cumptrtd with the piyroll by a person not 



connected wnlh prep tiing the p ly roll* 
c) Is each distribution of tin puyioll witnessed by a person inde- 







pendent of the preparation if the piyroll? 




d) Does the paymaster have access to c ish records* 




e ) Is the paymaster independent of the payroll preparation? 




/) Is the paymaster function rotated* 




19 Is the payroll h ink account rcconnlrd at the end of each month? 

20 Is the reconciliation made by a person independent d! the entire 







payroll prep inlion and payment? 




Zl Dues any persun other thin the one preparing the reconciliation 




have pru r access in the returned cheques and bank statements? 




22 When the payroll reconciliation is made, arc individual cheques 




tiLked off on the payroll reLDrdB? 




23 Are the payroll records regularly checked wilh the records of the 




personnel department* 




24 Does the client periodically audit the payroll completely? 




25 Is proper control exercised over unclaimed wagcB? 




a ) Is proper disposition made of such wages? 




26 Is proper disposition made of long-outBtanding payroll cheques? 




27 Did we 




a) Witness a distribution of payroll? 




b) Perform a distribution of payroll? 




c) Immediately control unclaimed wages? 

Prepared b 
Dat e 



Reviewed 1 
Date_ 

„ r 

. 

-1 
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5. During your first audit of the Time-Deposit Furniture Company, you discover 
that a Deferred Gross Profits account is not used, all installment sales are 
credited to the Installment Sales account and then closed directly to Profit 
and Loss. All uncollectible accounts have been charged off as bad debts ex¬ 
pense, but an allowance for bad debts is not maintained. Do you consider 
the procedure proper? 

6. You were retained by the stockholders of the Downing Corporation to audit 
the books of the company Several of the stockholders believe that profits 
might be overstated, the basis for their suspicion lies in an arrangement 
whereby the president, vice-president, treasurer, and secretary receive, in 
addition to their salaries, bonuses of certain amounts, based upon a percent¬ 
age of the profits. 

a) List the steps that the officers could take in order to overstate profits. 

b) List the procedure that you would follow to reveal the overstatements. 

7. During the examination of the Lorr Company, your computations showed 
that the gross profit on sales was 42 per cent of sales. An examination of the 
inventory records kept under the retail inventory method showed that no 
item carried is marked to sell at a gross profit in excess of 40 per cent of sales 
prices. What procedure should be followed? 

8 The X-Ray Equipment Company spent $ 10,000 constructing a special build¬ 
ing for the erection of certain large X-ray equipment to be made under con¬ 
tract for the Burton Health Laboratory. The X-Ray Equipment Company has 
charged the $10,000 to a Buildings account Should the charge be permitted 
to stand for balance sheet purposesWhy, or why not? 

9- The following Miscellaneous Expense account appears on the books of the 
Hess Company The company wishes to show proper classifications where 
possible. Prepare a working paper analyzing the account, and prepare the 
adjustments necessary to adjust the account in conformity with the wishes 
of the company. 

Miscellaneous Expensf 


Month 

Explanation 

Debit 

January 

Miscellaneous 

50 


Office supplies 

125 


Salaries 

750 


Telephone and telegraph 

40 


Water 

30 


Rent 

150 


Delivery truck 

960 


Advertising 

200 


Community Chest 

100 

February 

Rent 

150 


Office supplies 

92 


Telephone and telegraph 

46 


Water 

25 


Salaries 

750 


Insurance 

106 


Miscellaneous 

34 


Advertising 

310 


10. The Springfield Company closed its books and discovered, to its surprise, that 
a loss for the period had been incurred, whereas a satisfactory profit had been 
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anticipated. You were called in to settle the difficulty. What accounts might 
you investigate, and how would you investigate them? 

11. At the conclusion of your audit of the records of the Regan Company, you 
are quite confident that ail expense accounts are correctly stated as far as 
amounts are concerned. Should you examine the accounts any further? 

12. Your client, rhe Walnut Wholesale Meat Company, requests that you pre¬ 
pare an exhibit in columnar form, setting forth the allocation of total distri¬ 
bution cost per hundredweight of meat products for each size-class of order, 
expressed in pounds per order. 

The company desires to study its cost of selling, delivery, and administra¬ 
tion, which total 65 per cent of the total cost of operations. An analysis made 
to determine the basic causes of cost variation in selling, delivery, and ad¬ 
ministration discloses that each element of expense varies according to one 
of the following three bases: 

a) Number of orders 

b) Number of items or invoice-lines per order, and 

c) Weight of order, expressed in hundredweights 

Expenses varying according to these three factors account for the total 
distribution and administration cost of a given order. 

An analysis of each class of expense discloses that these expenses are 
attributable to each of these three factors as follows: 


Cost Controls 

Expenses Based on 

Total 

Number d/ 
Orders 

Number of 
Items 

Number of 
Cwts. 

Selling expense 

Delivery expense 

Administrative expense 

Total . 

$2,310 

260 

1,170 

$1,080 

320 

580 

$ 210 

620 

340 

$3,600 

1,200 

2,090 

$3,740 

$1,980 

$1,170 

$6,B90 






Data by order-size classes follow: 


Order-Size Class 

Number of 
Orders 

Total 

Number of 
Items 

Total 

Cwts. 

Under 50 pounds 

2,800 

4,090 

700 

50-199 pounds .... 

2,900 

B,410 

2,610 

200-499 pounds 

600 

2,280 

1,B60 

500-999 pounds . 

400 

2,400 

2,800 

1,000 pounds and over . 

100 

B20 

1,030 

Total . 

6,600 

18,000 

9,000 


Carry unit costs to hundredths of a cent. 
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13. During the audit of a hotel that operates several large dining rooms, time 
did not permit checking the guest checks in detail against the food sales ac¬ 
counts. What procedure might you follow in order to be relatively certain 
that major discrepancies were not present? Ignore any existing system of 
internal control. 

14. In a balance sheet audit, expense accounts are scrutinized and examined ex¬ 
tensively enough to result in assurance that proper distinction exists between 
capital and revenue charges. Would your examination in this direction be 
more critical if a loss for the year was incurred instead of a profit? 

15. Name a condition under which capital expenditures properly may be 
charged to expense upon incurrence. 

16. During the audit of the records of the Faden Company, you noticed the fol¬ 
lowing items as of December 31, 1951: 

a) The company set aside $5,000 in a reserve for sinking fund. 

b) The company did not provide for sales discounts on outstanding accounts re¬ 
ceivable. The estimated discount is $1,000. 

c ) The company did not provide for sales allowance estimates on outstanding ac¬ 
counts. The estimated amount is $500. 

d) Bonds had been issued at a discount amounting to $3,000, and no adjustments 
were made. 

e) Factory equipment was sold at $600 over book value, and the profit of $600 was 
credited to Extraneous Profit and Loss. 

/) An error was made in computing depreciation on buildings. It was taken at 5 
per cent and should have been 2V> per cent. The depreciation expense charged 
off on December 31, 1951, was $20,000. ^ 

1. What is the effect of each of the above items on 1951 profit? 

2. What adjustments would you make to correct the income statement? 

17. During the course of an audit, it was considered advisable to make tests to 
satisfy yourself of the correctness of (a) wages, ( b) sales allowances, and 
(O raw material purchases. What documents would be required, and what 
procedure should be followed? 

18. All employees of a client company are paid in cash once a week. The com¬ 
pany has 200 employees, all of whom work at one plant; 50 of the 200 em¬ 
ployees are on a night shift. The day shift is paid on Friday, and the night 
shift is paid on Saturday morning for the week ended on the preceding 
Tuesday. One employee, the payroll clerk, prepares the payroll from time 
sheets signed by the respective foremen. The payroll clerk also checks time 
cards against these payroll sheets and distributes the pay envelopes. 

Prepare a program for the audit of the payroll in connection with the 
regular annual examination of the records of the company. 

19. List the audit procedures for the examination of one of the following: 

a) Special assessment records and related bond records of a small munici¬ 
pality 

b) Security control records of a stockbroker 

c) Rent control records of a real-estate operating company 

20. The Interest Expense account of the partnership of Consadine and Consadine 
showed chat interest on the capital of each partner had been charged to this 
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account in addition to interest costs incurred in connection with bank loans. 
Is the procedure satisfactory? 

21. The Houser Company has sales for 1951 amounting to $2 million. There is a 
Miscellaneous Expense account in the General Ledger with a debit balance of 
{16,000. In a limited balance sheet audit, to what extent should the Miscel¬ 
laneous Expense account be verified? 

22. You were summoned to settle a dispute between Willard Wilaray and Walter 
Raywill, land developers and promoters, and James Orchard, Frank Bennet, 
and John Salem. The facts of the case follow. 

Wilaray and Raywill formed a syndicate with Orchard, Bennet, and Salem 
for the purpose of acquiring 3,000 acres of land. Wilaray and Raywill 
handled all details, made all cash disbursements, and rendered an accounting 
for all cash receipts. Wilaray and Raywill stated that the 3,000 acres could be 
acquired for $90 per acre, with payment to be $30 cash per acre and $60 per 
acre on a mortgage; as the acreage was sold, the two developers were to 
charge a 6 per cent commission, based upon the sales price. Remaining 
profits were to be shared in proportion to the acreage of each of the five men. 
The participation in the purchase was as follows: 


Wilaray . 

Raywill . 

Orchard . 

. 800 acres. 

. 12,000 cash 

. 24,000 cash 

Bennet . 

. 800 acres. 

. 24,000 cash 

Salem . 


. IK.OOOcash 

Total . 

. 3,000 acres. 

.190,000 cash 


The balance of $180,000 was secured by a mortgage given by the five men. 
At the end of one year a buyer was obtained for the entire 3.000 acres; 
the agreed price was $150 per acre; the buyer assumed the mortgage of 
$180,000 and paid the syndicate $270,000 in cash. Wilaray and Raywill 
then proposed the following distribution of the $270,000: 

Cash Proceeds Deduct: Commission Net Cash 


Orchard, August 30 .$ 72,000 $7,200 $ 64,800 

Bennet, August 30 . 72,000 7,200 64,800 

Salem, June 30 . 54,000 5,400 48,600 

Add: Commission 

Wilaray, April 30 . 36,000 9,900 45,900 

Raywill, April 30 . 36,0 00 9,900 _45,900 


$2 70,000 $270,000 

Prior to their approval of the proposed distribution, Orchard, Bennet, and 
Salem discovered that the land had been acquired at $85 per acre and not 
at $90 per acre, as represented by Wilaray and Raywill. Consequently, in¬ 
stead of a cash payment of $90,000, the two developers paid only $75,000; 
the mortgage was correct at $180,000. 

Wilaray and Raywill agree to right the situation by redistributing on the 
correct basis the cash received and by allowing each of the other three in¬ 
vestors interest for one year at 6 per cent on the $5.00 per acre difference in 
actual and reported purchase price. Prepare a schedule showing the amount 
each person should receive. 
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23. Outline fully the procedure to be followed in auditing the trusts of a trust 
company. In your answer, omit all audit procedures which are common to 
the audit of a mercantile or manufacturing business. 

24. On March 20, 1952, an extensive fire occurred in the store of Charles Harvey. 
The last fiscal closing was on October 31, 1951. Only a few items were sal¬ 
vaged from the fire, among which was the General Ledger, the only remain¬ 
ing formal accounting record. From the General Ledger the following figures 
were available as of February 28, 1952: 


Store fixtures . 

Allowance for depreciation. 

Accounts receivable. 

. $ 10,543.26 

. 53,4B3.82 

$ 8,672.77 

Petty cash . 

Cash in bank . 

Bank loan . 

. 250.00 

. 5,285.01 

10,000.00 

Charles Harvey, Capital . 

Merchandise . 

. 106,836.3B 

130,251.20 

Sales . 


59,977.39 

Expenses . 

. 32,502.89 


Correspondence with creditors revealed unrecorded obligations as of 
March 20, 1952, of $17,100.60. An inspection of cheques returned by the 
bank at March 31, 1952, indicated cash purchases of merchandise from 
March 1 to March 20 of $15,267.82 and cash withdrawals by Mr. Harvey of 
$7,657.01. There was no merchandise in transit at March 20. Bank deposits, 
March 1-20, as shown by the bank statement, were $20,929-64; this amount 
represents payment from customers, with the exception of $200.25, which 
amount represents a refund from a creditor. 

Customers acknowledge indebtedness of $52,876.45; it is estimated that 
an additional $10,000 will never be acknowledged. Of the acknowledged 
indebtedness, $1,000 is thought to be uncollectible. Returns to suppliers, 
not yet accounted for by them, amount to $2,503-72, of which it is estimated 
that no more than half will be allowed. 

The merchandise inventory was insured for $50,000. An agreement has 
been reached with the insurance company whereby the claim of Harvey ( a ) 
will be based on the assumption that the arithmetic average of the two gross 
profit ratios for the fiscal years ended October 31, 1950, and October 31, 
1951, was in effect during the 4% months ended March 20, 1952; and (b) 
will be paid, up to the face of the policy, in accordance with your computa¬ 
tion of the cost of the merchandise destroyed. 

The inventories were as follows: 


October 31, 1949 .$69,250 

October 31, 1950 . 70.4B5 

October 31, 1951 . 57,611 

Net purchases were as follows: 

Year ended October 31, 1950 .$89,510 

Year ended October 31, 1951 . 74,030 

Net sales were as follows: 

Year ended October 31, 1950 .$160,500 

Year ended October 31, 1951 . 170,400 
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Items salvaged from rhe fire were as follows: 

Store fixtures, sold for {200 with the approval of the insurance company; 

rhe fixtures were insured for $500, which will be collected in full. 

Petty cash box containing cash of $103. 

The merchandise was sold for cash of $18,085.70. 

The balance of Harvey’s Capital account at October 31, 1951, was $140,- 
716.38. Additions to store fixtures during the current fiscal year were $300; 
depreciation of 10 per cent (5 per cent on additions) should be allowed for 
the current fractional year. You are required: 

a) To calculate the amount of the inventory loss resulting from the fire. 

b) To prepare journal entries necessary to reflect the transactions that took 
place between February 28 and March 20, 1952, distinguishing care¬ 
fully between ordinary operations and fire losses. 

c) To prepare a working sheet showing the general ledger balances at Feb¬ 
ruary 28, 1952; the adjusting journal entries; the adjusted asset and li¬ 
ability balances at March 20, 1952; and the revenue and expense figures 
for the period from November 1, 1951, to March 20, 1952. 

d) A statement of the equity of Harvey at March 20, 1952. 




COMPLETING THE AUDIT; FINANCIAL STATEMENTS 


CLOSING THE AUDIT 

After the routine of the examination has been concluded and the working 
papers have been completed, the auditor should be in possession of all of 
the data necessary for correction of the accounting records, analysis of the 
business, preparation of the client s financial statements, preparation of the 
audit report, and rendition of an opinion. Before the auditor departs from 
the offices of the client, he should review the working papers and check 
them against the audit program in order to be certain that all material and 
data have been covered and accumulated. A client does not appreciate the 
return of the auditor because he forgot to obtain certain data while on the 
premises. After the review the working papers should be indexed in final 
form, bound, and a table of contents prepared. The working papers should 
not include material that belongs to the client and that has been loaned to 
the auditor for his perusal while in the client’s office. The auditor should be 
certain that he has left all files, books, and documents in the order in which 
they were presented to him. 

During the examination, as the auditor prepared his adjusting journal en¬ 
tries, he posted them to his working trial balance of the balance sheet ac¬ 
counts and the income statement accounts. Before departing, he should, of 
course, close out all of his working papers, including the working trial 
balances, so that he possesses full information concerning the income state¬ 
ment and the balance sheet, and so that he has his records in balance in 
readiness for the preparation of the financial statements and the audit re¬ 
port. 

If the auditor has followed the plans set forth in this book, all adjusting 
entries will be recorded in three places: (a) on the working papers for the 
particular account being adjusted, ( b) on the working trial balance papers 
for the balance sheet and the income statement, and (c) on the adjusting 
journal entries working papers. The adjustments should be reviewed criti¬ 
cally before leaving the engagement, with the following points in mind: 
(a) the accounting and mathematical accuracy of the adjustments, ( b ) the 
completeness and adequacy of the adjusting entry explanations, and (c) the 
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client’s probable reactions to the adjustments. In an audit, adjusting journal 
entry explanations are exceedingly important; the ideal explanation is as 
brief as possible and so clear that it cannot possibly be misinterpreted, either 
by a succeeding auditor on the engagement or by the client. 

In a new engagement, it may be difficult to anticipate the client’s reaction 
to the adjustments; in a repeat audit the auditor knows the client better and 
can more easily interpret his attitude. To omit those adjustments which may 
displease the client is definitely a breach of moral and technical duty and is 
to be condemned in the severest terms. All adjustments should be made 
which are necessary to the fair presentation of the financial statements. If 
situations exist wherein a proposed adjustment is simply the result of a dif¬ 
ference of opinion, neither the auditor nor the client being incorrect, the 
client’s records should remain unadjusted by the auditor. 

A copy of the adjustments should be presented to the client. These ad¬ 
justments will not be shown in the audit report; only Lhe corrected results 
will be shown. So that the adjustments may be fully understood and appre¬ 
ciated, the auditor should review them with the proper personnel of the 
client. 

If the accounts of the client have not been dosed, standard procedure is 
for the client to take the adjustments of the auditor to the indicated asset, 
liability, capital, expense, and income accounts. In some few cases, however, 
the client may not take up the auditor’s adjustments in his books. 

It may happen that the accounts of the client were closed prior to the 
visit of the auditor. In such a case, no disruption is caused if the asset and 
liability account adjustments are posted and postings made to the Profit and 
Loss account for all adjustments affecting expense and income accounts; the 
balance of the profit and loss adjusting entries may then be closed to Re¬ 
tained Income. The individual expense and income accounts of the client 
are thus permitted to stand; but the asset, liability, and capital accounts are 
corrected for future periods. The income statement will clearly reflect the 
true revenues and expenses and the net profit as they stand corrected, since 
this statement is prepared by the auditor from his own working papers. If 
the expense and income adjustments are recorded through the Profit and 
Loss account—assuming that the books have been closed—the adjustments 
of the auditor may be recorded as follows: 

Machinery . 1,000 

Factory Maintenance (Profit and Loss) . 1,000 

Bench lathe No. 223 was charged to expense when pur¬ 
chased; it should be capitalized. 

Insurance Expense (Profit and Loss) . 300 

Prepaid Insurance ... 300 

Insurance expired during year 1931. 

Accounts Payable .5,000 

Purchases (Profit and Loss) . 

Voucher Register was not closed promptly at December 31, 

1951. 


5,000 
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Profit and Loss .5,300 

Retained Income . 5,500 


To dose the net efiecc of the adjusting journal entries Id 
Retained Income. 

Practices in closing an audit vary among accounting firms. Many firms 
follow the policy of permitting the accountant in charge of the engagement 
to carry all operations through to completion, with a principal reviewing 
the working papers and the original draft of the audit report. Other firms 
limit the authority and responsibility of the man in charge of the engage¬ 
ment by frequent contacts with principals or supervisors who conduct a re¬ 
view of the work as it progresses and of the adjusting journal entries before 
they are submitted to the client. Other firms wait until an audit is ready for 
closing and then have a principal review the working papers and the ad¬ 
justing journal entries before closing out the working trial balances and be¬ 
fore submission of the adjusting journal entries to the client. The practices 
of the accounting firm often will depend upon the ability and training of 
the individual men on the engagement, the size of the firm, the size of the 
engagement, and the importance of the findings. 

The following is a summary, in terms of the papers the auditor will ac¬ 
cumulate and of the work he will accomplish before the report is written: 

1 

2 

3 

4 

5 

6 

7. Schedules of all accounts analyzed 

B. Copies of the proceedings of meetings of the board of directors and ‘the 
stockholders 

9. Copies of contracts or notes pertaining to them 

10. Copies of bond indentures 

11. Copies of tax returns 

12. Copies of all other necessary and desirable papers 

13. A copy of all adjusting journal entries made by the auditor 

14. An index of the working papers 

15. The audit program 

Reporting Events Occurring Subsequent to Balance Sheet Date 

Prior to drafting the audit report, the auditor should review the events oc¬ 
curring subsequent to the balance sheet date in order to determine whether 
any of these events are of sufficient magnitude materially to affect the finan¬ 
cial condition or operations of the client. The time required to complete an 
audit varies, of course; however, it is entirely possible that events have taken 


A balance sheet 
An income starement 

A statement of retained income (items 2 and 3 may be combined) 
Copies of all schedules supporting the financial statements 
Working papers for the income statement, completely^ or a 
closed I working 

Working papers for the balance sheet, completely [trial 
closed J balance 
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place after the end of the fiscal year which may affect the client s financial 
position or operations subsequent thereto, and prior to or subsequent to the 
issuance of the audit report. 

Jn the opinion of the author, disclosure should be granted extraordinary 
events occurring between the balance sheet date and the date of preparing 
the report. The only exceptions are in those cases where only the interests of 
owners are involved and where the events are of a normally routine nature. 
The requirements for disclosure depend upon the circumstances of each 
case; consequently, reasoned opinion is required to judge between extraor¬ 
dinary and ordinary occurrences and their effect on financial position, 
financial operations, creditors, and investors. Both adverse and advantageous 
incidents should be given equal prominence in the financial statements and 
in the audit report. 

The following are illustrative of the events that may take place subse¬ 
quent to the balance sheet date but prior to the preparation of the report and 
the accounts affected: 

Accounts Affected Post-Period-End Event 

Cash: Bank failure. 

Court action impounding funds. 

Robbery, burglary, or theft of money if an 
amount in excess of insurance. 

Bank moratorium. 

Notes and Accounts Receivable: Failure of major customer. 

Large unforeseen note or account losses. 

Investments: Drastic declines in market price. 

Financial difficulties of issuing companies. 
Default in interest or principal payments. 

Sale of investments at prices materially above 
or below cost. 

Uninsured fire losses and other casualty losses. 
Drastic increases or decreases in market price. 
Changes in the method of pricing the inven¬ 
tories. 

Changes in supply sources. 

Unusual use of inventory as loan collateral. 

Uninsured fire and other casualty losses. 
Proposed expansion or contraction plans. 
Asset appraisals upward or downward. 
Obsolescence caused by shifts in products or 
demand. 

Current Liabilities: Unusual purchase commitments, accompanied 

by decreased selling prices. 

Purchase contract cancellations. 

Default in note payments. 


Inventories: 


Fixed Assets: 
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Accounts Affected ( Cont .) Post-Period-End Event ( Cont.) 

Fixed Liabilities: Large increases in funded debt. 

Default in interest or principal payments. 
Refunding operations. 

Capital Stock: Increases or decreases in number of shares. 

Unusual treasury stock transactions. 
Reorganization of capital stock structure. 
Changes in the form of organization, that is, 
from a partnership to a corporation, or vice 
versa. 

Capital Surplus: Transfers to or from capital stock caused by 

changes in par or stated value. 

Unusual increases or decreases in capital sur¬ 
plus. 

Retained Income: Unusual dividends. 

Unusual appropriations. 

Material losses or profits directly charged or 
credited. 

Other Items: Changes in key executive personnel. 

Changes in management policies. 

Changes in laws. 

Unusual additional tax assessments or refunds. 
Lawsuits started. 

Court judgments rendered. 

The events occurring subsequent to the balance sheet date should be of 
sufficient importance to warrant one or more of the following actions: 

1. Amending the year-end financial statements by providing proper reserves 
or otherwise. 

2. Footnoting the financial statements. 

3. Placing parenthetical notations in the financial statements. 

4. Commenting in the text of the audit report. If an item is commented upon 
in the text of the report, the auditor should connect the financial state¬ 
ments and the report in a manner similar to the following: "These finan¬ 
cial statements are an integral part of and are subject to the text comments 
of the accompanying report. The report text must be read in conjunction 
with these statements.” 

Cases involving the Securities and Exchange Commission in recent years 
have clearly indicated the attitude of the Commission with respect to the 
disclosure of events taking place after the balance sheet date. Both the Secu¬ 
rities Act and the Securities and Exchange Act create certain possible liabili¬ 
ties for the accountant based upon the inclusion of an untrue statement of 
material fact or the failure to state a fact required to be stated or necessary 
to make the financial statements not misleading. In addition, to say that the 
responsibility of the accountant ceases at the balance sheet date is to assume 
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that he is not required to possess knowledge of events subsequent to that 
date. 


FINANCIAL STATEMENTS 

Professional accounting has become so much a matter of public interest 
that today the certified public accountant is charged with responsibility for 
the presentation of a client’s financial statements in a manner impossible of 
misinterpretation, regardless of the lack of technical knowledge possessed by 
the person reading the statements. The client s statements are no longer be- 
ing prepared for the client alone—but for present stockholders, prospective 
stockholders, governmental agencies, creditors, the press, organized labor, 
and others who are only casually interested. The limelight is currently fo¬ 
cused on the income statement. 

Financial statements must be prepared in accordance with recognized ac¬ 
counting principles and standards of preparation. In addition, financial state¬ 
ment preparation requires adequate presentation of the data and full dis¬ 
closure of all material facts. In order to facilitate adequate presentation and 
full disclosure, the accounting profession has developed certain minimum 
rules to be followed. A rule to be observed does not imply or indicate that 
financial statements are to be "standardized” in the sense that all statements 
are to be similar in physical form; of necessity, physical form will vary with 
the different circumstances and purposes for which financial statements are 
prepared. Financial statements prepared for prospective investors should dif¬ 
fer from those prepared for present investors; and these statements, in turn, 
would vary in directed emphasis from those prepared for presentation to a 
commercial bank in contemplation of a short-term loan. 

The standards of financial statement preparation set forth below contain 
certain verbatim excerpts from the standards prepared by the American Ac¬ 
counting Association, as well as material from the research bulletins of the 
American Institute of Accountants. 

1. Assets should be classified in a manner to facilitate the accounting for their 
utilization. 

2. Assets should be classified in a manner that will facilitate the preparation 
and interpretation of financial statements. 

3. The method of inventory costing should be revealed in the balance sheet. 

4. Reserves for future anticipated declines in the price of inventory on hand 
should represent segregations of retained income. 

5. When a separate account—for example, an allowance for depreciation— 
is used to show the portion of the cost of an asset charged to expense, the 
amount should be deducted from the related asset account in the balance 
sheet. 

6. Assets and related liabilities should not be offset unless such offset is re¬ 
quired by law or contract. 

7. The balance sheet should not contain a special section for reserves. Each 
reserve should be identified as ( a) a subdivision of retained income, ( b ) 
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an asset valuation account, or (c) a liability, and the position of the re¬ 
serve in the balance sheet should be established accordingly 
8 The balance sheet should disclose the maturity amount and other signifi¬ 
cant characteristics of long-term liabilities 
9. A change in paid in capital and retained income should be disclosed in 
the financial statements of the period in which the change occurs Changes 
of this nature include the issuance, acquisition, conversion or exchange of 
capital stock, and the issuance of stock dividends Distributions to stock¬ 
holders should be disclosed Preferences attaching to the ownership of 
particular classes of shares of capital stock should be disclosed 

10. An outlay by a corporation for shares of its own capital stock should be 
treated as a reduction of paid in capital up to the prorata amount repre¬ 
sented by the acquired shares, whether or not such shares are reissuable 
If the outlay for the reacquired shares exceeds the prorata reduction of 
paid in capital, the excess should be charged to Retained Income The 
reissue of acquired shares should be accounted for in the same manner as 
an original issue of corporate shares 

11 Normally, assets should be expressed at not more than their cost of acqui¬ 
sition 

12 The income statement should be arranged to report consistently the detail 
of the revenues, expenses, and loss recognized in the current period, meas¬ 
ured as accurately as possible at the time the statement is prepared Such 
arrangement of data in a single statement discloses both the current 
earning performance and the entire income history of the enterprise over 
a period of years 

13 The net income for the period must be dearly and unequivocally set 
forth 

14 The income statement should reveal the amount of cost assigned to ex¬ 
pense by reason of any reduction of an inventory to its recoverable 
amount 

15 A reserve required by law or contract to be created from retained income 
should be returned undiminished to retained income when the need for 
it has passed The determination of net income carried to retained income 
should not be affected by the creation or disposition of such reserves 

16 Conditions limiting the disposition of retained income—such as a segre¬ 
gation required when stock is acquired as treasury shares—should be dis¬ 
closed by footnote or parenthetically within the balance sheet 

17 The effect on income taxes of an unusual item of revenue or expense 
should be disclosed whenever the effect is material Disclosure should also 
be made of material tax consequences resulting from differences in finan¬ 
cial and tax accounting Income taxes paid or estimated to be payable 
should be shown in the income statement, preceding net income 

If the foregoing standards or rules are followed in the preparation of 
financial statements, ( a ) the statements will make full disclosure, (b) they 
will not be misleading, (c) they will be clear in all respects, ( d ) they will 
be as concise as possible, with no sacrifice of necessary detail, ( e ) classifica¬ 
tions will be clear and will not overlap, (/) the statements will indicate the 
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specific purposes desired; and (g) they will present fairly the financial posi¬ 
tion of the company and the results of its operations. 

In an elementary accounting course, it is wise to insist upon relative rigid¬ 
ity of physical form in the preparation of financial statements, so that the 
student is not confused, and so that he does not receive the incorrect impres¬ 
sion that any form will suffice and that he therefore need not follow a pre¬ 
scribed method. As the student progresses in practice and in education, he 
must realize that financial statement forms have a wide range of flexibility, 
so that a story may be told and a picture presented in the most intelligent 
and enlightening manner. By the time the student has completed his or¬ 
ganized course of study, his training—both in theory and in practice— 
should be broad enough to have dispelled the idea that there is only one 
correct physical form and to enable him to prepare financial statements in 
the most effective manner under the circumstances of the case. Examples of 
variation in physical form may be illustrated as follows: One accountant 
may insist that a balance sheet presented in a textbook or in published form 
is incorrect because fixed assets appear before long-term deferred charges, 
and another accountant may argue that long-term deferred charges should 
not precede fixed assets; some insist that notes receivable should precede ac¬ 
counts receivable in the current asset section, and others insist that accounts 
receivable be presented first. The important point to remember is that ac¬ 
counting lays down certain broad principles and standards; and, when these 
principles and standards are applied, the results will be correct regardless of 
minor details of physical form. 

Multi-Purpose and Single-Purpose Statements 

At this point, it may be well to discuss briefly multi-purpose financial 
statements and single-purpose statements. The multi-purpose financial state¬ 
ment is designed primarily to satisfy all general demands of the average user 
and is the type of statement prepared in the customary audit. A single-pur¬ 
pose statement is one designed to focus attention in a specific direction. The 
general form of a multi-purpose financial statement may not vary materially 
from that of a single-purpose statement. But certain sections of the single¬ 
purpose statement will be presented in greater detail, accompanied by de¬ 
tailed explanation; for example, for short-term credit grantors, the current 
asset and current liability sections of a balance sheet might contain greater 
detail, accompanied by conversion schedules for inventories and receivables. 

Some examples of single-purpose financial statements are as follows: 
statements prepared in conformity with blank forms supplied by banks and 
credit-rating agencies; liquidating statements; statements prepared for com¬ 
panies in bankruptcy; "pro forma” financial statements; statements prepared 
in accordance with the demands of protective legislation bodies, such as the 
Securities and Exchange Commission and the Interstate Commerce Commis¬ 
sion; statements prepared in accordance with the requirements of state and 



610 » AUDITING: PRINCIPLES AND PROCEDURE 


[Ch.23 

federal taxing authorities; statements prepared for the purpose of measuring 
earning power, which are of interest to the investors. This last class of 
single-purpose financial statement—for the investor—has been the type of 
statement that has forced much discussion of the merits and disadvantages 
of special-purpose statements. For the investor, historical costs do not serve 
as an adequate guide for the decision to sell or acquire shares of capital stock 
in a company. The gravest danger of special-purpose statements lies in their 
possible misuse. 

The Accounfarif and the Securities and Exchange Commission 

As indicated in Chapter 2, the Securities and Exchange Commission ad¬ 
ministers the Securities Act of 1933, the Securities Exchange Act of 1934, 
and the Investment Company Act of 1940. The acts authorize the Commis¬ 
sion to prescribe forms, items, and details of financial statements rendered to 
that body by registrants and by those filing prospectuses. The introduction 
to the Securities Act of 1933 stipulates, in part, that the "act is to provide 
full and fair disclosure of the character of the securities sold in interstate and 
foreign commerce and through the mails." Acting under the authority con¬ 
ferred by the Securities Exchange Act of 1934, the Securities and Exchange 
Commission has held that one of its functions under the act is "to obtain 
an adequate disclosure of the material facts regarding corporations whose 
securities are registered on national security exchanges, through periodical 
reports. . . .” 

Except for public utility holding companies and registered investment 
companies, the Securities and Exchange Commission does not indicate a 
statement of accounting principles but prefers that statements of principles 
come from the accounting profession. Where the experience of the Commis¬ 
sion has disclosed serious descrepancies in practice as between companies 
and accountants, and where the Commission has felt that uniformity in 
practice would benefit investors, the conclusions have been expressed by rule 
or regulation of the Commission or in an opinion of the Chief Accountant 
of the Commission. Accounting regulations and requirements of the Com¬ 
mission are published in Regulation S-X, relating to the form and content 
of financial statements; in the Commission’s Accounting Series Releases; 
and in formal Commission findings and opinions. The rules contained in 
Regulation S-X prescribe the method of presenting pertinent data in finan¬ 
cial statements to be included in registration statements and reports to be 
filed with the Commission. The Accounting Series Releases were started in 
1937 for the purpose of contributing to the development of uniform state¬ 
ments and practices in major accounting questions. Certain releases have 
dealt with the independence of accountants and actions against accountants 
which resulted in their disqualification from practice before the Commis¬ 
sion; other releases have discussed auditing procedures. 

Under the Investment Company Act of 1940, the prescription of the 
form of preparing financial statements of investment companies has the ef- 
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feet of providing a reasonable degree of uniformity in the accounting poli¬ 
cies and principles to be followed by the registered investment companies in 
maintaining their accounting records. 

Article 5 of Regulation S-X governs the certification, form, and content 
of the financial statements, including the basis for consolidation, for all com¬ 
panies except investment companies, insurance companies, banks, and com¬ 
panies in a developmental stage. Under Article 5 the balance sheet is pre¬ 
sented in the order of "current to fixed"; the income statement shows sales, 
cost of sales, selling expense, general expense, administrative expense, other 
income, other deductions, special items, and net income before and after 
federal income tax provisions. An analysis of retained income is required. 
Regulation S-X also grants the option of combining the income statement 
and the statement of retained income, in accordance with Accounting Re¬ 
search Bulletins No. 8, No. 32, and No. 33 of the American Institute of Ac¬ 
countants, provided such combination is not misleading and does not ob¬ 
scure annual net income. 

Rule 3-01 of Regulation S-X, as amended, provides that "financial state¬ 
ments may be filed in such form and order, and may use such accepted ter¬ 
minology, as will best indicate their significance and character in the light of 
the provisions applicable thereto." Thus, full and adequate disclosure in the 
financial statements reduces the necessity for reporting accounting methods 
in detail. In various cases decided by the Commission, it has in certain in¬ 
stances held that the financial statements did not result in full disclosure 
when the accompanying report offered explanations; and in other instances 
it has held that the financial statements need not be recast when the report 
proper afforded disclosure. These varying decisions are caused by the circum¬ 
stances in each case. "It is the philosophy of the various Securities Acts that 
financial statements shall be so prepared to make it possible for individuals 
to determine on their own account the investment of their funds to the man¬ 
agement of a given corporation or to increase or decrease their present in¬ 
vestments.” 

Section 11 of the Securities Act of 1933 provides possible liability for 
false or misleading registration statements, as follows: 

In case any part of the registration statement, when such part became effective, 
contained an untrue statement of a material fact or omitted to state a material 
fact required to be stated therein or necessary to make the statements therein not 
misleading, any person acquiring such security (unless it is proved that at the 
time of such acquisition he knew of such untruth or omission) may, either at law 
or in equity . . . sue. . . . (Section 11M). 

The possible liability may exist against 

Every accountant, engineer, or appraiser, or any person whose profession gives 
authority to a statement made by him, who has with his consent been named as 
having prepared or certified any report or valuation which is used in connection 
with the registration statement, with respect to the statement in such registration 
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statement, report, or valuation, which purports to have been prepared or certified 
by him (Section 11 [ a ] [4]). 

The preceding possible liabilities may not exist when 

As regards any part of the registration statement purporting to be made upon 
his authority as an expert or purporting to be a copy of or extract from a report 
or valuation of himself as an expert, (i) he had, after reasonable investigation, 
reasonable grounds to believe and did believe at the time such part of the regis¬ 
tration statement became effective, that the statements therein were true and that 
there was no omission to state a material fact required to be stated therein or nec¬ 
essary to make tjie statements therein not misleading, or (ii) such part of the reg¬ 
istration did not fairly represent his statement as an expert or was not a fair copy 
of or extract from his report or valuation as an expert (Section 11 [&] [3] [B] ). 

Under federal security legislation, therefore, the accountant may be 
charged with liability for failure to protect prospective investors and present 
stockholders. An action to enforce a liability must be brought within one 
year after the discovery of the facts constituting the cause of action and 
within three years after such cause of action accrued. A liability may exist 
for carelessness and negligence, even though fraud did not exist. 

As a result of federal security legislation, the accountant has been placed 
in the position whereby he must differentiate between the rights and privi¬ 
leges of the various groups interested in the financial statements—that is, 
the rights and privileges of the government and its agencies, the preferred 
stockholders, the common stockholders, the bondholders, etc. These obliga¬ 
tions of the accountant spring from the legal requirements governing the re¬ 
lationships existing between the various classes of financial interests; the 
application of these legal requirements depends upon business data, prop¬ 
erly prepared and classified and correctly presented in the financial state¬ 
ments. Thus, the hazards of professional accounting are increased, even 
though there was no contract between an independent accountant and an 
alleged injured third party. 

Regulation S-X requires a statement of the policy followed for the fiscal 
period for which income statements are filed with respect to the following: 

(1) the provisions for depreciation, depletion, and obsolescence of physical prop¬ 
erties or reserves created in lieu thereof, including the methods and, if practicable, 
the rates used in computing the annual amounts; (2) the provision for deprecia¬ 
tion and amortization of intangibles, or reserves created in lieu thereof, including 
the methods and, if practicable, the rates used in computing the annual amounts; 
(3) the accounting treatment for maintenance, repairs, renewals, and better¬ 
ments; and (4) the adjustment of the accumulated reserves for depreciation, de¬ 
pletion, obsolescence, amortization, or reserves in lieu thereof at the time the 
properties are retired or otherwise disposed of. 

This policy statement must be incorporated in the income statement or must 
accompany it. In the preparation of balance sheets for all companies except 
public utilities, Regulation S-X requires that reserves for depreciation, de¬ 
pletion, amortization, or retirements be shown as deductions from the assets 
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to which they are applicable. Further requirements of Regulation S-X are, in 
part, as follows: If a director, officer, or principal stockholder, other than an 
affiliated company, owed the corporation at any date during the fiscal period 
more than 1 per cent of the total assets, or $20,000, whichever is the lesser, 
such information must be filed. A schedule of indebtedness owed the regis¬ 
trant by each affiliated company at the beginning and at the close of the 
fiscal period must be filed. With respect to inventories the regulations not 
only require that the basis of determining inventory values be shown but 
also that the method of determining the cost or the market be shown; for 
example, the method might be first-in, first-out; weighted average cost; last- 
in, first-out; etc. 

The balance sheet must disclose the preferences of senior stock issues in 
the event of involuntary liquidation, when the excess of the preference over 
par value or over stated value is significant; it also must disclose any restric¬ 
tions, or the absence of restrictions, upon retained income, resulting from 
the fact that the preference of the senior shares, in involuntary liquidation, 
exceeds its par or stated value. Surplus must be divided among appreciation 
surplus, retained income, paid-in surplus, and other capital surplus. Each 
significant special fund must be separately presented in the balance sheet. 
If significant in amount, discount on capital stock shall be shown separately 
and deducted from the capital stock or the surplus. All of the requirements 
of Regulation S-X are minimum requirements, to which shall be added all 
necessary additional information and material. 

Certain accounting releases of the Securities and Exchange Commission 
deal with the description of surplus following a quasi organization. These 
releases require "that a clear report be made to stockholders of the proposed 
restatements and that their formal consent thereto be obtained.” Release 16 
indicates the disclosure considered necessary when an operating deficit has 
been charged off against Capital Surplus by resolution of the board of di¬ 
rectors, not accompanied by approval of the stockholders. The minimum 
disclosure is as follows: 

Until such time as the results of operations of the company on the new basis are 
available for an appropriate period of years (at least three) any statement or 
showing of earned surplus should, in order to provide additional disclosure of 
the occurrence and the significance of the quasi-reorganization, indicate the total 
amount of the deficit and any charges that were made to capital surplus in the 
course of the quasi-reorganization which would otherwise have been required to 
be made against income or earned surplus. 

The same release requires that the beginning date of the new retained in¬ 
come be indicated in the balance sheets subsequent to the quasi reorganiza¬ 
tion; it also requires that full disclosure be granted the entire transac¬ 
tion and that an explanation be given of the possible effect on future divi¬ 
dends. 

If, upon review by the Commission, financial statements are found to 
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have been prepared contrary to generally accepted accounting principals, or 
if they otherwise fail to meet the requirements of the Commission, a defi¬ 
ciency letter is prepared and sent to the company allegedly at fault. The de¬ 
ficiency letters, followed by correspondence and/or conference with the 
registrants and their accountants frequently constitute a method of resolving 
accounting questions which might otherwise have to be settled through 
formal hearings. 

The Investment Company Act of 1940, which brought investment com¬ 
panies and their advisors under the supervision of the Securities and Ex¬ 
change Commission, requires—in part—that the registered investment com¬ 
pany file the following information: 

1. A balance sheet, together with a statement of the aggregate value of invest¬ 
ments at the date of the balance sheet. 

2. A schedule setting forth the amounts and values of the securities on the 
balance sheet date. 

3. A statement of income for the period covered by the report, which must 
be itemized for each income and expense category which is in excess of 
3 per cent of the total income or expense. 

4. A statement of retained income, itemized for each item which is in excess 
of 5 per cent of the total charges or credits during the period. 

5. A statement of the total remuneration paid to all directors and members of 
the advisory board, to all officers, and to each person to whom any officer 
or director of the company is an affiliated person. 

6. A statement of the total dollar value of purchases and sales of investment 
securities, other than government securities. 

In addition, the same information must be transmitted to shareholders at 
least semiannually. The Commission has ruled that, for investment com¬ 
panies, the books of original entry, general ledgers, and any other important 
data must be retained forever. 

The requirements of the Securities and Exchange Commission for the in¬ 
dependent accountant’s opinion or certificate are treated in Chapter 25. 

QUE5TION5 AND PROBLEMS 

1. You were engaged to audit the records of the Shasta Company for the year 
ended December 31, 1951. The company was small; it was organized on 
January 1. 1951, and on that date, by purchase, had acquired the assets and 
had assumed the liabilities of a predecessor company. The company did not 
have an organized system of accounting. The cost of the inventory acquired 
from the predecessor company was not definitely ascertainable from the rec¬ 
ords, because a lump sum had been paid for all assets acquired. In addition, 
the Shasta Company had not taken an inventory at December 31, 1951. As a 
result of your examination, the following information was assembled: 


Sales, 1951 .$52,340 

Merchandise inventory purchased, 1951 . 33,100 

Sales returns, 1951 . 2,340 

Returned inventory purchases, 1951 . 3,100 

Operating expenses, 1951 .18% of net sales 
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Your investigation proved that exactly one month’s inventory require¬ 
ments were on hand at all times and that this condition had existed since 
January 1, 1951. It was also true that the inventory was turned over twelve 
times per year, equally throughout the months of the year. 

Prepare an income statement for the year ended December 31, 1951. In 
what way would you qualify your written opinion of the income statement? 

2. Near the completion of an audit the accountant requested certain contracts 
and tax returns of the client. He started to prepare copies of the contracts and 
tax returns, when the client insisted that he take them to his office. What 
course should the auditor follow? 

3. In closing an audit, it is customary practice for the auditor to give the client 
a copy of his adjusting journal entries, to be journalized and posted to the 
accounts of the client. Upon the auditor’s return to a client for a subsequent 
audit, it was discovered that the client had not taken up the auditor’s adjust¬ 
ments of the preceding period and that he has no intention of doing so. 

How should the accountant proceed with the second audit? (a) Should 
he start with the client’s post-closing trial balance of the preceding year, or 
( b ) should he start with the figures of the preceding year according to his 
working papers? Present reasons for your answer. 

4. During the course of an audit, you had balanced your working trial balance 
sheets, had arranged all of your working papers and indexed them, and were 
preparing to return to your own office for the drafting of the report. In re¬ 
viewing your audit program, you discovered that you did not have schedules 
of accounts receivable and accounts payable, other than adding machine tapes 
of the subsidiary ledgers. What course of action would you follow? 

5. In preparing a balance sheet, it is customary and accepted practice to show 
current assets at not more than their cash realizable value. Why are fixed 
assets not shown in the balance sheet on the same basis? 

6. Survey your acquaintances who are engaged in professional public account¬ 
ing, at the level of certified public accountants, and ascertain from them the 
practices of their firms in closing an audit, with respect to the following: 

a) Does a principal review all working papers (1) at the close of an audit 
or (2) as the audit progresses? 

b) Who drafts the report: (1) the accountant—junior or senior—on the 
job or (2) a principal in the office? 

c) Who reviews the adjustments with the client: (1) the accountant in 
charge of the job or (2) a principal? 

d) Who presents the report to the client and reviews it with the client: (1) 
the accountant in charge of the job or (2) a principal? 

7. A client requested that you classify the following items and indicate where 
each should appear in the balance sheet: 

a) Deposits on orders received from customers, $14,000 

b) Notes receivable dishonored, $1,000 

c) Notes receivable discounted, $8,000 

d ) Bonds owned, $50,000, but pledged as security for a loan of $40,000 

e) Treasury stock, par $20,000, cost $19,000 

/) A $25,000 lawsuit against the company for patent infringement 
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g) The 15,000 unpaid balance on an unfilled purchase contract, not canceled 

h) Accommodation endorsement on a note of a friend; the note is for f7,500 

i) A $40,000 purchase-money mortgage 

j) Un amortized bond discount, $36,400 

k) Reserve for future anticipated decline in inventory, $ 18,000 

l) Treasury bonds of the corporation, $ 15,000, pledged as loan collateral 

B. One of your clients was considering the establishment of a trust for the bene¬ 
fit of his son. He requested that you answer the following questions for him: 

a) What are the duties of a trustee? 

b) What are the duties of an executor? 

c) In what respects do the accounts of a trustee and an executor differ? 

d) What items normally appear in an executor’s income statement? 

9 . A client was watching you prepare his balance sheet at the conclusion of the 
audit of his records. He wanted to know why the fixed assets were not in 
first position on the asset side of the statement and fixed liabilities in first 
position on the liability side. Answer his inquiry fully. 



* 

FINANCIAL STATEMENT PREPARATION 


The financial statements normally comprise balance sheets, income state¬ 
ments, retained income statements, supporting schedules for the balance 
sheet and income statement, a statement of application of funds or a sum¬ 
mary of working capital changes, and any other reports or schedules neces¬ 
sary for the best presentation of the results of the particular engagement. 
All financial statements and their supporting schedules must be completely 
cross-indexed. 

In the customary general audit involving a review of operations, the ac¬ 
countant’s opinion applies to the balance sheet and the related statements of 
income and retained income. If the audit is limited to the balance sheet, that 
statement ordinarily is certified; but if sufficient tests of revenue and expense 
accounts were not made to warrant an opinion of the statement of income, 
the denial of the certification should be dearly indicated. 

The Balance Sheet 

This is not the place for a general discussion of the balance sheet, but a 
few comments in the nature of guides to preparation of the balance sheet 
are presented—in addition to the standards of preparation in Chapter 23. 

Balance sheets are of two standard types: (a) the modified report form 
and ( b) the account form. Each type may vary in physical form and content 
to suit immediate requirements and preferences. Above all, a balance sheet 
should not be so short that it displays practically nothing but totals. The 
modified report form is classified in accordance with sound accounting prin¬ 
ciples and standards and presents the assets first, followed by the liabilities 
and capital. The account form of balance sheet may be (a) classified or (b) 
unclassified. If the account form is classified, it differs from the modified re¬ 
port form only in that the former presents assets on the left side of the sheet 
and liabilities and capital on the right side, instead of presenting the latter 
two categories below the assets. Regardless of the type of balance sheet, it 
must at all times be presented so that those with proper technical knowl¬ 
edge can fully understand it, so that it adequately fulfills the requirements 
of the business organization for which it is prepared, and so that full dis¬ 
closure is given to all items. 


617 
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In preparing a balance sheet , asset and liability classifications must be in¬ 
dicated. 

Assets may be classified as follows: 

1. Current assets (including short-term prepaid expenses) 

2. Investment assets (other than current) 

3. Fixed tangible assets 

4. Intangible assets 

5. Long-term deferred charges 

Liabilities may be classified as follows: 

1. Current liabilities 

2. Deferred credits to income 

3. Fixed (or long-term) liabilities 

The foregoing order is merely suggestive, and another order may be 
equally as satisfactory. Although an interchange of this order may easily be 
followed, it is good practice to arrange the assets and liabilities so that the 
classifications coincide; that is, if the current assets are listed first, current 
liabilities should be listed first in the liability section. Classification must be 
correct at all times, since an error in shifting an asset or a liability from one 
classification to another can have most serious consequences. 

Each classification of assets and liabilities must be properly subdivided so 
that confusion does not result from combining similar, but unrelated, items. 
Balance sheets are sometimes seen with such assets as "land and buildings, 
less reserve for depreciation,” or "goodwill, patents, and copyrights.” Such 
combinations of items are meaningless; material facts cannot be ascertained 
from a balance sheet prepared in this manner, and the probabilities are that 
full disclosure is obscured. Cash available for general commercial purposes 
must be shown separately from restricted funds; accounts receivable should 
be segregated into trade, non-trade, officers and employees, and so on; in¬ 
ventories should be divided into raw material, work in process, and finished 
goods; permanent investments should be divided into investments in stocks, 
investments in bonds, and other items; fixed assets should be properly sepa¬ 
rated, with each depreciation or amortization allowance shown and sub¬ 
tracted from the proper asset. Similar reasoning and practice must be ap¬ 
plied to every asset classification and every liability classification. The reader 
should study the statements in this chapter and in Chapter 26 . A balance 
sheet should not be condensed at the sacrifice of important details. Balance 
sheets submitted to stockholders as a part of the corporation’s annual report 
ordinarily are quite condensed; there is never an excuse for condensing a 
balance sheet in an audit report. 

The capital section of the balance sheet must be fully detailed so that 
each class of capital stock is independently presented. Capital other than 
capital stock must be divided between retained income, permanent paid-in 
capital, and asset appreciation. Retained income reserves must be specifically 
labeled and separately shown. 
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Footnotes explaining fully any items which cannot be set forth ade¬ 
quately in the statement proper should be appended to the balance sheet. 
The fewer the footnotes necessary, the better will be the balance sheet; and 
if a balance sheet can be prepared without footnotes, so much the better; 
however, footnotes should never be eliminated at the sacrifice of clarity. 
Footnotes should be explanatory and should not constitute qualifications to 
the financial statements. 

The valuation methods used should be indicated in the balance sheet 
whenever necessary. Fixed assets should be labeled as being included at cost 
or other basic figures; investments should be shown at cost, market, or the 
lower of cost or market. For credit purposes or for purposes of showing sol¬ 
vency, it is more vital to present the valuation methods used in connection 
with current assets, particularly inventory and current investments, than for 
fixed assets. Consequently, if nothing is mentioned concerning the pricing of 
fixed assets, permanent investments, and intangible assets, the inference 
should be that those assets are stated at original cost or other original acqui¬ 
sition base. 

A liability never should be subtracted from an asset and only the net 
difference shown. Each liability and each asset should be fully and sepa¬ 
rately shown, even though a full equity in the asset is not owned, and even 
though title has not passed. If the offset habit is acquired, the true balance 
sheet is destroyed and its value as a statement of condition lost. 

Balance sheet terminology is fairly well standardized as far as individual 
items are concerned; each item must be captioned so that its identity and na¬ 
ture are fully defined and so that the terminology is not misleading. 

Balance sheets may or may not be presented in comparative form; the 
customary procedure, at a minimum, is to include important comparative 
data in the audit report. Comparative financial statements portray current 
changes and trends affecting the company which otherwise would not be 
presented. Financial statements for a series of fiscal periods increase the sig¬ 
nificance of a statement for any one period. Changes in the application of 
accounting principles should be pointed out, and changes in account classifi¬ 
cations between fiscal periods should be explained in the comparative state¬ 
ments. Explanations, qualifications, and footnotes of a preceding period 
should be restated or referred to in the comparative financial statements cur¬ 
rently prepared. Percentage analyses of selected sections of financial state¬ 
ments usually are presented in the audit report, where discussion of the 
items occurs. 

When consolidated financial statements are prepared in one year in 
which the basis of consolidation differs from that applied in the preceding 
year, the auditor should indicate that accepted accounting principles have 
not been applied on a basis consistent with the practice of the preceding 
year. Consistency of financial statement preparation is a recognized standard 
of auditing; inconsistencies in the application of principles should be di¬ 
vulged. 
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ILLUSTRATION An example of inconsistency in the preparation of con¬ 
solidated financial statements is as follows In the year 1950, all subsidi¬ 
ary companies were consolidated in the financial statements In 1951, 
one subsidiary company was omitted from the consolidated financial 
statements Full disclosure of the change should be expressed in the ac¬ 
countant s certificate 

By way of a short review of the balance sheet, it must be remembered 
that 

1 A balance sheet is a financial statement of the assets, liabilities, and capi¬ 
tal at a given date 

2 Changes in capital are of vital importance both to the management and 
to the stockholders, therefore, capital data must be explicit 

3 The balance sheet and the related statements of income and retained in¬ 
come are the sources of information used for credit purposes 

4 Current assets are cash and other assets commonly identified as those that 
are reasonably expected to be realized in cash or sold or consumed during 
the normal operating period of the business 

5 Prepaid expenses are supplies or services paid for in advance of the bal¬ 
ance sheet date They are classed with current assets because, if they were 
not paid for in advance, they would require the disbursement of cash in 
the following period and therefore would use current assets 

6 Investment assets represent holdings in other companies and may be clas¬ 
sified either as current assets or permanent investments, depending upon 
the purpose of the investment 

7 Fixed tangible assets are equipment assets used in operations tint will re¬ 
main in the business for a relatively long period of time, that are not im¬ 
mediately turned into cash in the business operations, and that are not 
purchased with the intent of reselling them 

8 Intangible assets are non Lurrent and non material and usually represent 
exclusive rights of value to the business 

9 Current liabilities are debts or obligations, the payment of which is neces 
sanly expected to require the use of current assets or the creation of other 
current liabilities 

10 Fixed liabilities are debts or obligations to be liquidated after one year 

11 Capital represents the equity of the owners in the business 

An example of a balance sheet is presented in Illustration 74 (p 626) 

The Income Statement 

The income statement details the operations that have brought about 
changes in the retained income section of the balance sheet It is based on 
the concept of a going concern, consequently, the income statement is an 
interim report, since profits and losses are not fundamentally the result of 
short-time operations Also, in preparing an income statement, there must 
be no attempt to shift profits from one period to another m order to equalize 
net income for a fiscal period The net income for the year must be clearly 
and unequivocally set forth The present tendency is to appraise net income 
in terms of dollars earned per share of capital stock 
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There are two concepts of the income statement. One concept is the "all- 
inclusive” type of statement, and the other is the "current operating per¬ 
formance” type. The all-inclusive type includes charges and credits for 
extraordinary and non-recurring items—gain on sale of investments, unin¬ 
sured fire loss, etc., even though of material amount—which some account¬ 
ants may charge or credit directly to retained income; in the all-inclusive 
type of income statement, these extraordinary items must be presented in 
such a manner as not to distort or confuse net income. The all-inclusive 
type, if properly prepared, adheres to the theory of maintaining a clean re¬ 
tained income and follows the concept that the net income of a business is 
not accurately measurable for short periods of time. 

The current operating performance type of income statement emphasizes 
net income for the current period, based on normally incurred revenues and 
expenses, and omits from the statement those extraordinary and non-recur¬ 
ring items of material amount which may tend to cause fluctuations in net 
income—even though the extraordinary items did affect net income in the 
year of recognition. The advocates of this type of income statement pass ex¬ 
traordinary income charges and credits of a material amount directly to re¬ 
tained income, in order not to distort the current earning performance, and 
in order to avoid misleading inferences which might be drawn by readers of 
the statement because of the inclusion of the extraordinary items. The 
American Accounting Association favors the all-inclusive type of income 
statement, and the American Institute of Accountants prefers the current 
operating performance type. 

Regardless of the type of income statement used, if an extraordinary item 
of expense or income—for example, a profit on the sale of securities—is 
credited to retained income directly in one year, a loss of similar nature in 
the same year or in another year should be charged to retained income, in 
order to maintain a consistent policy, and in order to avoid distortion of in¬ 
come between periods. 

In line with the discussion of the all-inclusive type of income statement 
versus the current operating performance type, the reader is referred to Ac¬ 
counting Research Bulletin No. 32, item 11; and to Accounting Research 
Bulletin No. 33. 

The effect of Accounting Research Bulletin No. 33, which alters the posi¬ 
tion taken in Bulletin No. 32, is to emphasize the current operating per¬ 
formance type of income statement. Although he realizes fully the problems 
raised by the all-inclusive type of statement, the author prefers that type of 
income statement; and, in his opinion, if the all-inclusive type of income 
statement is properly prepared, net income based on customary operations 
will not be distorted. Extraordinary items of income and expense will be 
fully disclosed in the income statement, will be transferred therefrom to Re¬ 
tained Income in the closing of the accounts, and will not be buried directly 
in retained income, thereby tending to equalize net income between years. 
The following arguments are set forth: First, the question of material 



622 " AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 24 


amount is a matter of opinion; opinions may vary between persons, and the 
same person may alter his opinion from year to year. Second, all items of 
expense and income incurred or earned in a fiscal period should be reflected 
in the income statement of that year or of a preceding year. Third, if an 
error affecting the net profit of one year is corrected directly through Re¬ 
tained Income and not through an income statement in a succeeding year, 
the composite net income of the two years is distorted and incorrectly stated. 
Some persons hold that an error in the income statement of one year, if cor¬ 
rected in the income statement of a succeeding year, results in two incorrect 
income statements; however, this might be better—since it makes the sum 
of the two correct—than presenting one incorrect income statement and 
never correcting it. Fourth, the theory of maintaining a clean retained in¬ 
come avoids the possibilities of misconception in the income statement. 
Fifth, it is not the responsibility of the certified public accountant to prepare 
financial statements so simply that the results are improper. 

In Illustration 75 (p. 628), for the Gibson Company, the all-inclusive 
type of income statement is presented, combined with the statement of re¬ 
tained income. See also Illustration 80. 

The Statement of Retained Income 

The statement of retained income should be presented in support of the 
retained income items appearing in the balance sheet and as a reconciliation 
of the changes in those accounts between the beginning and the end of a 
fiscal period. If more than one class of excess capital over capital stock exists, 
the statement should include an analysis of all classes, properly separated. 

One of two plans may be followed: (a) a separate statement of retained 
income may be prepared, or (b) a combined statement of income and re¬ 
tained income may be prepared. The primary purpose of a combined state¬ 
ment of income and retained income is to present, in one statement, a 
complete and continuing link between the balance sheet at the end of the 
last period and the balance sheet at the end of the current period. Earnings 
applicable to the current fiscal period and alterations of earnings applicable 
to past periods are reflected in one statement on the basis of the going con¬ 
cern concept of a business; thus, it is seen that the income statement alone 
is not always a complete reflection of the proprietorship changes in the 
balance sheet. 

If the current operating performance type of income statement is used, a 
combined statement of income and retained income has the effect of dis¬ 
tinguishing income charges and credits of the current fiscal period from 
charges and credits applicable to former periods by placing them in different 
sections of the same financial statement. As indicated in the discussion of the 
concept of current operating performance, corrections of profits of past pe¬ 
riods are held to result in charges and credits to retained income, which 
charges and credits would have been made to the income statement of the 
proper fiscal period had the ideal of perfection been attainable in those past 
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periods. Thus, in the one combined statement, there is shown the long-run 
income status—even though there are improper annual allocations between 
income and retained income. 

If the current operating performance type of income statement is used, 
it is recommended that it be combined with the statement of retained in¬ 
come, in order to place in one statement all charges and credits affecting 
income over a series of years. 

Miscellaneous Income Statement Considerations. Income statements 
prepared in comparative form are valuable for purposes of trend studies. 
Percentage figures can be used easily and afford the basis for valuable analy¬ 
ses. In general, the percentages should be in terms of net sales as the base 
and/or in terms of the percentage increase or decrease in each item; com¬ 
parisons must be for the same time intervals. Income statements may be pre¬ 
pared in long form or in short form, the latter being supported by schedules 
for cost of goods manufactured and sold (Illustration 76), selling expenses 
(Illustration 77), administrative expenses (Illustration 78), and other ex¬ 
penses and other incomes (Illustration 79). (See p. 629-31.) 

Federal income taxes are an expense, preferably shown in the income 


statement as follows: 

Income before federal income taxes .$100,000 

Deduct: Federal normal and surtax. 42,000 

Net income transferred to retained income .$ 58,000 


If the all-inclusive type of income statement is prepared, the entire actual 
federal income tax applicable to a fiscal period will be shown in one amount 
in the income statement. 

When the current performance type of income statement is used, there 
immediately arises the question of the proper allocation of the federal in¬ 
come taxes, owing to the fact that extraordinary items of material amount 
were carried as direct charges or credits to Retained Income. In accordance 
with Accounting Research Bulletin No. 23, the allocation of the federal in¬ 
come tax expense may be illustrated from the following assumed data: 

Net income from regular operations, prior to federal 


income taxes .$600,000 

An extraordinary non-insured lire loss of. 100,000 

Taxable income . 500,000 

Tax liability (assuming a 42 per cent rate) . 210,000 


In accordance with Bulletin No. 33, the $100,000 fire loss has been 
charged to Retained Income. If the income statement is prepared as follows, 
the effective tax rate of 42 per cent is distorted: 


Net income from regular operations, prior to income taxes.$600,000 

Less: Federal normal and surtax. 210,000 

Net income transferred to retained income .$390,000 


The situation may be shown properly as follows: 
( a ) In the income statement: 
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Net income from regular operations, prior to income taxes.$600,000 

Less: Federal income tax thereon, at 42 per cent. 252,000 

Net income transferred to retained income . $348,000 

( b) In the retained income statement: 

Charge for fire loss .$100,000 

Less: Tax reduction arising therefrom . 42,000 

Net charge . $5B,000 

In any case the final net increase in retained income is $290,000. In order 


to avoid the confusion arising when the current operating type of income 
statement is used, perhaps the best way of achieving the desired result is to 
footnote the income statement as follows: 


Net income prior to federal income taxes .$600,000 

Less: Income tax (Note 1) . 210,000 

Net income transferred tu retained income .$390,000 


Note 1. Extraordinary lire loss of $ 100,000 was charged directly to Re¬ 
tained Income. If this Idss had not occurred, the income taxes would have been 
$228,000; thus, the loss reduced the tax liability by $38,000. 

There probably always will be several controversial points concerning an 
income statement about which members of the accounting profession are 
not in agreement. A few of these points are considered in the following 
paragraphs. 

By-product sales and sales of scrap material may be considered (a) as 
sales, ( b) as a reduction of the cost of the principal products manufactured, 
or (O as other income. Arguments can be advanced by the proponents of 
each theory, and equally valid arguments can be presented by the opponents 
of each theory. To the author, it appears that scrap material and by-product 
sales are certainly not other incomes, since the results are too closely con¬ 
nected with the manufacturing and sales function of a business. As to 
whether such revenue should be included with sales in the income statement 
or treated as reductions of costs depends upon the materiality of the amounts 
and the circumstances in each case. If the material sold is truly scrap, dis¬ 
carded from the manufacture of the principal product, a cost reduction 
should be effected; if the amount of the sale is material, and if the item is in 
the nature of a joint product, naturally evolved from the breakdown of the 
original raw material, the revenue should be treated as a sale. Reason must 
guide each case. After the auditor has been firmly convinced of the sound¬ 
ness of his desired method in each case, he must not fall into the error of 
failing to use it consistently. 

In the cost of sales section of an income statement or in the separate 
statement of cost of goods manufactured and sold, both considered for a 
manufacturing company, practices differ and arguments ensue in respect to 
the treatment of finished goods. Some accountants, in preparing a statement 
of cost of goods manufactured and sold, insist that the beginning and ending 
inventories of finished goods should not be shown in that statement but 
rather in the income statement. Reasoning behind such insistence is not very 
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forceful. The better practice is to take the finished goods inventories into 
consideration in the statement of cost of goods maunfactured and sold, if 
one is used, or in the cost of sales section of the income statement, if all 
irems are shown in one statement. If finished goods inventories are omitted 
in the cost of sales section, then that section becomes a "cost of goods manu¬ 
factured” section; it is incomplete because gross profit is realized only upon 
the cost of the goods processed and actually sold during the accounting pe¬ 
riod. Examine the statement of cost of goods manufactured and sold, Illus¬ 
tration 76. 

There is no uniformity of opinion with respect to the income statement 
classification of bad debts expense. Some accountants treat it as other ex¬ 
pense, some as selling expense, and some as administrative expense. Losses 
from uncollectible accounts are too closely connected with the operations of 
the business to be considered as other expenses. To treat them as selling ex¬ 
penses is an indication that the sales division is responsible for the granting 
of credit; the selling function and the credit function should be separated, as 
a matter of good business policy and management. Therefore, bad debt 
losses should not be treated as selling expenses. To the administrative divi¬ 
sion logically belongs the duty of credit extension and collection; and bad 
debts expense should be charged to administrative expense. Because credits 
and collections are sometimes viewed as financial functions, financial ex¬ 
pense may be set up as a separate group of operating expenses. 

Sales discounts are treated either as deductions from sales or as other ex¬ 
penses. Purchase discounts are treated as a reduction of the cost of material 
or as other income. The accounting theories advanced in support of the 
methods are approximately equal in merit, and it does not matter greatly 
which method is employed as long as the treatment is consistent from year 
to year. 

All accountants are agreed that no profit should be recognized on inter¬ 
departmental or intercompany transfers or "sales.” Consequently, transfers 
of this nature must not be shown as sales and purchases in the income state¬ 
ment, and eliminations must be effected prior to the preparation of the state¬ 
ments. When goods are transferred at a price in excess of cost, simply to 
keep confidential information from the transferee, the fictitious profits must 
be eliminated before the preparation of the income statement. 

As discussed on page 621 , some accountants carry certain extraneous or 
non-recurring incomes and expenses directly to Retained Income and do not 
show them in the income statement. Such instances arise particularly in con¬ 
nection with the write-off of material amounts of intangibles, profits and 
losses of material amount on the sale of fixed assets and investments, cas¬ 
ualty losses, refunds of federal income taxes of prior years, and similar 
transactions not connected directly with the functions of the business—all 
of which are material in amount and would distort the normal operating 
performance. Accountants who follow the practice of directly charging or 
crediting Retained Income for gains or losses of this nature—on the basis 



Illustration 74 
Exhibit I 

GIBSON COMPANY 
Balance Sheet 
December 31, 1951 

A55ET5 


Current Assets 

Cash on hand and in banks 
Accounts receivable trade 
Accounts receivable, officers and cm 
ployees 


Less Allowance for uncollectible 
accounts 

Notes receivable, trade (Note 1) 
Inventories, all at lower of cost Dr 
market 

Raw materials 
Work in process 
Finished goods 
Marketable securities (market 
$309,000 ) 

Accrued interest on notes and bond 
investments 

Prepaid interest on notes payable 
Prepaid insurance 
Office supplies 

Total Current Assets 

Investment As ret r 

Common stock of Richwell Company, 
non controlled, 500 shares, par 
$50 000 at cost 

Common stuck of subsidiary, South¬ 
ern Company no par value, 
9 000 shares (90 per cent), 
at cost 

Bonds of Nagmor Company 100 
first mortgage, 40 yLar bonds, 3 
per cent, due in I960 at cost 
Insurance on life of president, cash 
surrender value (Note 2) 

Total Investment Assets 

Ftxed Assets 
Land, ar cost 
Buildings, at cost 

Less Allowance for depreciation 

Machinery and equipment, at cost 
Less Allowance for depreciation 

Office equipment, at cost 

Less Allowance for depreciation 

Delivery equipment at cost 

Less Allowance for depreciation 
Total Fixed Assets 

Intangible Assets 

Patents, cost in 1944, $170,000 
Trademarks 

Total Intangible Assets . . . 

Total Assets . 


$9,142,000 

$6 420,800 

2 100 
$6,422,900 

57 600 6,365,300 

682,000 

$3 120,200 
1,460,200 

2,980,600 7,561,000 

291,000 

1 100 
1,000 
18 700 
4 200 

$24,066,300 


$ 40 000 


180,000 

100,000 

45,000 

365,000 

$ 441,000 

$3 300,000 

970 000 2,330,000 

$8,500,000 

3 850 000 4,650,000 

$ 36,000 

21,600 14,400 

$ 84 500 

49,200 33,300 

7,46B,700 

$ 90,000 
10,000 

100,000 


$32,000,000 





i UuStratton /—L ontmued 
LIABILITIES AND CAPITAL 


Current Liabilities: 

Accounts payable, trade . 

Notes payable, trade . 

Installment notes payable, machinery 

purchases . 

Bank loan . 

Customer deposits on sales contracts . 
First-mortgage bonds payable, series 

due on July 1, 1952 . 

Federal old-age benefits taxes ac¬ 
crued . 

State and federal unemployment taxes 

accrued . 

Accrued bond interest. 

Accrued wages and salaries . 

Declared dividends . 

Federal income taxes, 1951 . 

Total Current Liabilities .... 

Deferred Credits to Income: 

Unamortized bond premium . 

Fixed Liabilities: 

First-mortgage bunds payable, 3 per 
cent, issued on July 1, 1950; due 
serially on July 1, 1951—July 1, 

1970 . 

Less: Series due on July 1, 1952 

(above) . 

Total Liabilities . 


$1,648,900 

150,000 

50,000 

100,000 

152,000 

200,000 

31,400 

86,200 

30,000 

29,500 

308,500 

3,411,000 

$ 6,197,500 
92,500 


$1,800,000 

200, 000 1,600 ,000 
$ 7,890,000 


Capital: 

Preferred stock, 6 per cent cumula¬ 
tive, $100 par value, entitled to 
$110 on redemption; 60,000 
shares authorized, of which 49,- 
000 are issued and outstanding . 

Common stock, no-par value, stated 
value $10 per share; 1,000,000 
authorized, d£ which 950,000 

have been issued . 

Capital surplus ($1.00 per share on 
950,000 shares of common 

stock) . 

Retained income (Exhibit II), re¬ 
stricted in the amount of $150,- 
000 for the purchase Df 10,000 
shares of common treasury 

stock .$8,910,000 

Less: Common treasury stock, 10,- 
000 shares acquired at a cost of 

$150,000 . 150,000 B,760,000 

Total Capital . 24,110,000 

Total Liabilities and Capital $32,000,000 

Note 1. At December 31, 1951, the company was contingently liable in the 
amount of $100,000 for notes receivable discounted. 

Note 2. The insurance proceeds are restricted tD the purchase of capital 
stock held by the insured officers at the time of their death. 

Note 3. At December 31, 1951, purchase commitments amounted to $862,- 
000; replacement cost was $788,000.* 

Note 4. This balance sheet is an integral part of the report dated February 
20, 1952. 

* If the $74,000 decline is considered material, it may be recognized as a current liability, in ac¬ 
cordance with Accounting Research Bulletin No. 29. 


$4,900,000 

9,500,000 

950,000 
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Illustration 75 
Exhibit 11 

GIBSON COMPANY 

Statement of Income and Retained Income 
For the Year Ended December 31, 1951 



Dollars 

Percentage 
of Net 
Sales 

Gross sales . 


$53,300,000 


Less: Sales returns and allowances . . . . 


100,000 


Net sales . 


$53,200,000 

100.00 

Cost of r goods manufactured and sold 
(Schedule 1) . 


33,046,000 

62.12 

Gruss profit Dn sales . 


$20,154,000 

37.88 

Operating expenses: 

Selling expenses (Schedule 2) . 

Administrative expenses (Schedule 3) 
Total Operating Expenses . 

. .$6,152,600 
. . 4,621,700 

10,774,300 

20.25 

Net profit on operations . 


$ 9,379,700 

17.63 

Other expenses, net (Schedule 4) . . . . 


100,700 

0.19 

Income before non-recurring items . 


$ 9,279,000 

17.44 

Loss due to flood, 1950 . 


76,000 

0.14 

Profit on sale of marketable securities . 


$ 9,203,000 
52,000 

17.30 

0.10 

Income before federal income taxes . . . . 


$ 9,225,000 

17.40 

Federal income taxes (normal and surtax), 

1951 . 

3,411,000 

6.41 

Net income for the year 1951 . 


f 5.R44.000 

10.99 

Retained income, balance, December 31, 
1950 . 


4,200,000 


Total . 


$10,044,000 


Additions to retained income, 1951: 
Reserve for flood loss, returned tD 
tained income . 

re- 

100,000 


Deductions from retained income, 1951 

Dividends on preferred stock . 

Dividends on common stock . 

Restricted for treasury stock pur¬ 
chases . 

..| 294,000 
. . 940,000 

150,000 

$10,144,000 

1,384,000 


Retained income balance, December 31, 
1951 . 


$ 8,760,000 



of income statement distortion—are following Accounting Research Bulle¬ 
tin No. 35. 

The opinions of the author, as indicated earlier in this chapter, follow 
more closely the original concept of Accounting Research Bulletin No. 32 
—and a firm belief in the all-inclusive type of income statement. No mat¬ 
ter what the source of a profit or a loss, there exists no good reason or ex¬ 
cuse for not showing extraneous and non-recurring profits and losses as 
such; they should not be buried in capital, that is, retained income of prior 
periods. Such gains and losses must be properly handled in the income state¬ 
ment and should appear after the recurring other income and deductions 
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Illustration 76 
Schedule 1 


GIBSON COMPANY 

Statement of Cost of Goods Manufactured and Sold 
For the Year Ended December 31, 1951 


Raw material inventory, December 31, 1950 


Raw material purchases . s $ 13,345,000 

Less: Purchase returns and allowances . 151,000 

Net raw material purchases . 


Raw material inventory, December 31, 1951 . 

Cost of raw material used . 

Direct factory labor . 

Prime cost . 

Manufacturing overhead: 

Factory supervision .$ 738,200 

Indirect factory labor . 1,830,000 

Federal old-age benefits tax . 129,000 

State and federal unemployment raxes. 363,000 

Factory taxes, general . 562,800 

Workmen’s compensation insurance . 42,200 

Public liability insurance . 14,000 

Insurance on buildings . 62,400 

Insurance on machinery and equipment . 40,900 

Depreciation of factory buildings . 90,000 

Depreciation of machinery and equipment. 850,000 

Maintenance of lactory buildings. 33,400 

Maintenance of machinery and equipment. 78,600 

Perishable tools expense . 22,100 

Factory welfare expense . 83,500 

Heat, light, and power . 126,400 

Amortization ol patents . 10,000 

Factory supplies and expense . 364,100 

Engineering department costs . 142,000 


Total Manufacturing Overhead 
Cost to manufacture . 


Work-in-process inventory, December 31, 1950 . 

Total . 

Work-in-process inventory, December 31, 1951 . 

Cost of goods manufactured. 

Finished goods inventory, December 31, 1950 . . 

Total . 

Finished goods inventory, December 31, 1951 . . 
Cost of Goods Manufactured and Sold (to 

Exhibit II) . 


$ 2,740,000 


13,194,000 

$15,934,000 

3,120 ,200 

$12,813,800 

14,800,000 

$27,613,800 


_5, 582,600 

$33096,400 

1,150,300 

$34,346,700 

1,460,200 

$32,886,500 

3,140,1 00 

$ 36 , 026,600 

2,980,600 


$33,046,000 


section. In addition, these items should be titled so that they are not mislead¬ 
ing to the person studying the income statement and so that the indication 
of their non-recurrence is specifically set forth. 

When a reserve has been created from retained income and the event 
occurs for which the reserve was created, the expense element should not be 
charged directly to the reserve and thereby never be shown as an expense; 
the expense or loss should be charged to an expense account. The reserve 
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Illustration 77 
Schedule 2 

GIBSON COMPANY 
Selling Expenses 

For the Year Ended December 31, 1951 


Salesmen’s salaries .$1,120,000 

Salesmen's commissions . 2,201,000 

Delivery wages . 68,700 

Federal old-age benefits tax . 20,100 

State and federal unemployment taxes . 54,700 

Taxes on delivery equipment . 9,600 

Insurance . 74,000 

Depreciation of garages . 11,100 

Depreciation of delivery equipment. 17,200 

Traveling expense . 508,800 

Supplies and postage . 171,400 

Transportation out . 785,000 

Advertising . 1,111, 000 

Total Selling Expenses (to Exhibit II) . $6,152,600 


Illustration 78 

Schedule 3 

GIBSON COMPANY 
Administrative Expenses 
For the Year Ended December 31, 1951 


Officers’ salaries .$1,548,200 

Office salaries . 2,828,100 

Federal old-age benefits tax . 11,400 

State and federal unemployment taxes. 36,700 

Insurance expense . 14,200 

Depreciation of office building . 10,000 

Depreciation of office equipment. 3,600 

Office equipment repairs . 1,700 

Bad debts expense . 49,200 

Telephone and telegraph . 7,200 

Stationery and office supplies . 14,800 

Traveling expense . 11,300 

Accounting department expense . 39,300 

Professional services . 46, 000 

Total Administrative Expenses (id Exhibit II) .$4,62 1,700 


then should be returned to Retained Income by a separate entry or should 
be permitted to remain in whole or in part, if conditions warrant such re¬ 
tention. The purpose of creating the retained income reserve is defeated if 
the reserve is directly charged. Naturally, when depreciation and amortiza¬ 
tion allowances and liability reserves are created by expense charges, the 
reserve is charged upon the occurrence of the event for which it was created, 
because expense was originally charged for the occasion. 

Errors made in prior accounting periods, if material in amount, would be 
taken up by retained income adjustments in the current period, if the con¬ 
cept of the current operating performance type of income statement is fol- 
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Illustration 79 
Schedule 4 

GIBSON COMPANY 
Other Expense and Other Income 
For the Year Ended December 31, 1951 


Other expense: 

Sales discount .174,400 

Interest Dn bonds . 60,000 

Interest expense on notes . 22,000 

Total Other Expense . $156,400 

Ocher income: 

Interest income . $4,700 

Dividends on investment securities . 46,000 

Amortization of bond premium* . 5,000 

Total Other Income . 55,700 

Net Other Expense (to Exhibit II) . $100,700 


* This may he netted with the bund interest, since amortization of bund premium is an adjustment 
of interest expense. 


lowed. If the all-inclusive type of income statement is prepared, correction 
of errors of prior periods would appear in the income statement. 

The content of the income statement should not be condensed; if it is 
desired to omit details, more than one income statement should be prepared, 
so that one of them carries the details. In the past, income statements have 
been fairly well standardized, as follows: 

1. The sales section 

2. The cost of sales section 

3- The selling and administrative expense section 

4. The other income and expense section 

In Illustration 75, for the Gibson Company, the various headings should 
be noted. The term "income” is used in the sense of a net concept. 

In addition to Illustration 75, the same income statement data are pre¬ 
sented in Illustration 80 in a different manner, accompanied by a statement 
of retained income. This presentation is based on the present tendency to 
move away from the customary type of income statement and to present the 
statement in a form and in non-technical language which will be more eas¬ 
ily understood by the layman, the press, etc. 

Although the author prefers the all-inclusive type of income statement, 
Illustration 80 (p. 632) is presented to demonstrate a good example of a 
section of the current operating performance type of statement of income 
and retained income. 


QUESTIONS AND PROBLEM5 

1. Two of your clients called at your office together and stated that they dis¬ 
agreed on certain points in accounting practice. During the current year, 
client A had profits and losses arising from the sale of fixed tangible assets; 
and client B had profits and losses arising from the sale of marketable securi- 
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Illustration 80.—Alternative Form 
Exhibit II 

GIBSON COMPANY 

Statement of Income and Retained Income 
For the Year Ended December 31, 1951 


Sales . 

Dollars 

$53,200,000 

Percentages 

100.00 

Costs: 

Cost of materials used in manufacturing . 

$12,663,400 

23.B0 

Repairs to plant, insurance, advertising, 
welfare, and other factory, selling, 
and administrative costs . 

3,843,500 

7.23 

Taxes, other than income . 

1,187,300 

2.23 

Taxes, federal income normal and surtax . 

3,411,000 

6.41 

Interest and related costs . 

100,700 

0.19 

Portion of cost of buildings, machinery, 
equipment, and garages allocated to 
operations (depreciation) . 

991,900 

1.87 


Total . 

22,197,800 


41.73 

Remainder after deducting foregoing costs . . 

Remainder divided as follows: 

To factory workers .$17,368,200 

Td management, office, delivery, and 

$31,022,200 

32.64 

58.27 

sales workers . 7,766,000 

Amount retained in the business before spe- 

25,134,200 

14.60 

47.24 

cial non-recurring items . 

Special non-recurring items: 

$ 5,868,000 


11.03 

Loss due to flood. 

76,000 
$ 5,792,000 


0.14 

10.89 

Profit on sale of marketable securities . . . 

52,000 


0.09 

Net income of 1951 . 

Deduct: Distribution to owners who risked 

$ 5,B44,000 


10.98 

their capital . 

1,234,000 


2.32 

Net income, 1951, retained in the business 

$ 4,610,000 


8.66 


Add: Income employed in the business at 

the beginning of 1951.$ 4,200,000 

Add: Reserve for flood loss set up in 
1950, returned to employed income 

in 1951 . 100,000 4,300,00 0 

$ 8,910,000 

Deduct: Income reserved for treasury stock 

purchases . 150 ,000 

Retained income employed in the business . . $ 8,760,000 

ties. Both clients had been reading current accounting literature. Client A 
maintained that such extraneous profits and losses should be reflected directly 
in the statement of retained income. Client B held that such extraneous 
profits and losses should be shown in the income statement. A and B ask that 
you decide who is correct in his contentions. 

2. For each of the following paragraphs ( a-e ), indicate the letter and related 
number of the correct completing phrase. 

a) The M Company has under construction a large additional machine shop 
for its own use. Construction work in progress applicable thereto should 
appear on its balance sheet as follows: 
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(1) As a current asset, a part of work-in-process inventory. 

(2) As an intangible asset. 

(3) As an investment. 

(4) As a fixed tangible asset. 

(5) Asa part of retained income. 

b) The M Company’s cash includes a sum of |l million appropriated by 
resolution of the board of directors for the construction of a new plant. 
On the financial statements the amount should be included as follows: 

(1) On the balance sheet as a current asset. 

(2) On the balance sheet as a non-current asset, specifically identified. 

(3) On the balance sheet as a fixed asset, included as part of plant cost. 

(4) On the income statement as a non-operating expense. 

(5) On the balance sheet as an allocation of retained income. 

c) The trial balance of the P Company as of June 30, 1951, the end of its 
fiscal year, showed opposite the title "estimated federal income taxes ac¬ 
crued" the amount of $27,564.12, which included the company’s estimate 
of the federal income tax it would have to pay for its 1951 fiscal year and 
the amount of an unpaid additional assessment for the 1949 fiscal year. 
This amount should appear as follows: 

(1) On the balance sheet as a general reserve. 

(2) On the balance sheet as a reduction of current assets. 

(3) On the balance sheet as a current liability. 

(4) On the balance sheet as an allocation of retained income. 

(5) On the balance sheet as an allocation of other capital. 

d) The S Company leased space in a building for a period of 10 years from 
January 1, 1951. The company spent $25,000 for improvements to the 
space to adapt it to its needs; it was expected that such improvements to 
the space would outlast the period of the lease. The improvements were 
completed and placed in service on January j, 1952. On the company’s 
financial statements as of December 31, 1952, and for the year then 
ended, the amount expended should be shown as follows: 

(1) On the balance sheet as a non-current asset. 

(2) On the income statement as an operating expense. 

(3) On the balance sheet as paid-in capital. 

(4) On the balance sheet as a current asset. 

(5) Apportioned between the income statement and the balance sheet, 
the income statement portion appearing as an operating expense 
and the balance sheet portion as a non-current asset. 

e) The Y Company issued, on October 31, 1951, $1 million of 20-year, 
general-mortgage bonds, at 105. The premium on these bonds should 
appear on the company’s balance sheet at October 31, 1951, as follows: 

(1) As a part of paid-in capital. 

(2) As a part of retained income. 

(3) As a part of the liability, "bonds payable.” 

(4) As a deferred credit. 

(5) As an intangible asset. 

(A.I.A., adapted) 

3. The bank called you to explain certain items appearing in the balance sheet 
of a client, to which balance sheet you had rendered your certification. The 
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bank stated that the balance sheet was (a) too detailed, ( b ) too lengthy, and 
( c ) contained an excess of notations after the item titles. The bank stated 
that all notations, except for contingent liabilities, should be placed within 
the audit report. Defend yourself, or acquiesce to the bank. 

4. In your personal opinion, where should the items listed below appear in the 
income statement? Present reasons for your answers. 

a) Bad debts expense 

b) Bond discount amortized in the current period 

c) Sales discount 

d) Purchase discount 

e) Loss from a lawsuit, if a retained income reserve entitled "reserve for 
lawsuits” exists 

/) Loss from a lawsuit, if a retained income reserve does not exist 
g) Profit on the sale of investment securities purchased ten years ago 

5. You have completed the audit of the records of the Westway Company for 
the year ended December 31, 1951; you are ready to prepare a combined 
statement of income and retained income for the company. An analysis of the 
net assets of the company reveals the information shown below in the prob¬ 
lem proper. Your senior requests that you prepare two separate statements 
of combined income and retained income, one following the all-inclusive 
theory and the other the current operating performance theory. All classes 
of net assets are to be included. You are to start with an income figure of 
$160,000—after deduction of all customary manufacturing, selling, and ad¬ 
ministrative expenses, and before federal income taxes (you are to compute 
federal income taxes at a flat 40 per cent of the $160,000 or of the $160,000 
figure adjusted for additional losses or gains at the full amount of the loss 
or gain). 

Proprietorship account balances, per audit, December 31, 1950 


Retained income .$646,000 

Paid-in surplus. 100,000 

Reserve for plant additions . 50,000 

Reserve for bond sinking fund . 75,000 


The following transactions had been entered in the various retained in¬ 
come and retained income reserve accounts of the company, by the company 
accountant, during the year ended December 31, 1951: 

1. Cash dividends on the common stock outstanding, in the amount of $45,000, 
were declared from retained income and paid. 

2. A dividend in the common stock of the country, in the amount of $100,000, 
was declared from retained income and distributed. 

3- Organization expense of $5,000 was charged to Retained Income. 

4. Premiums from the sale of common treasury stock, $1,000, had been credited to 
Retained Income. 

5. Owing to the construction of a new plant in 1950, the Reserve for Plant Addi¬ 
tions had been decreased by $20,000, with a credit of similar amount being 
made to Retained Income. The board of directors voted to hold $30,000 in the 
Reserve for Plant Additions account, because of plans for another small build- 
ing. 

6. The Reserve for Bond Sinking Fund was increased by $15,000 by a charge to 
Retained Income. 

7. As of December 31, 1950, the inventory of raw materials had been understated 







Ch. 24] FINANCIAL STATEMENT PREPARATION ■ 635 


by $10,000; the error was discovered in April, 1951, and had been corrected 
through Retained Income. 

B. In 1951 a fixed tangible asset had been sold at a loss d£ $7,500; the loss was 
charged to Retained Income. 

9- In 1951, marketable securities had been sold at a profit of $17,500; the profit 
was credited to Retained Income. 

10. Discounts from the sale of common treasury stock, $300, had been charged to 
Retained Income. 


6. From the financial statements of a client, presented below, prepare the fol¬ 
lowing: 

a) A list of criticisms of the statements. 

b) An acceptable balance sheet. 

c ) An acceptable statement of income and retained income. 

STURGIS MANUFACTURING COMPANY 
Balance Sheet 
December 31, 1951 


ASSETS 


Buildings (Note 1) . 

Machinery, at cost. 

Equipment, at cost . 

Investments in stocks of other companies, at or below cost . 

Unexpired insurance and other prepaid items. 

Claims awards receivable, reserved contra. 

United States Treasury notes, at cost (Note 2) . 

Treasury stock (5,000 shares, at par) . 

Assets allocated to insurance fund: 

Cash in banks (including $300,000 of time deposits) . . 

United States Treasury Bonds, at cost. 

Current assets: 

Cash on hand and in banks . 

United States Treasury notes, at cost . 

Accounts receivable (including claims receivable) . . . . 
Inventories, at cosu . 


LIABILITIES 

Common stoik; authorized and issued, 100,000 shares; 

par $100 . 

Current liabilities: 

Accounts payable . 

Federal income taxes. 


$ 9,500,000 
850,000 
295,000 
510,000 
75,000 
220,000 
50,000 
500,000 

650,000 

500,000 

$2,780,000 

4,000,000 

700,000 

J_,536,000 9,016,000 

$22,166,000 


$10,000,000 

$1,832,000 

1,760,000 3,592,000 


Excess of revenue over disbursements Dn uncompleted 


contracts. 690,000 

Reserve for repairs of machinery and equipment. 222,000 

Reserve for claims awards receivable . 220,000 

Reserve for insurance . 650,000 

Reserve for depreciation of buildings . 2,805,000 

Reserve for depreciation of machinery and equipment .... 360,000 

Capital surplus (Note 1) . 285,000 

Retained income . 3,342,000 


$ 22 , 166,000 


Note 1. Buildings are stated at cost, except for three buildings recorded at ap¬ 
praised values when acquired in 1948. The excess of appraised values over cost was 
credited to Capital Surplus, and depreciation on appreciation has been accrued 
through charges to the operations. On December 31, 1951, the unamortized balance 
of the appreciation was $290,000. 

Note 2. Deposited with the Treasurer of the United States as collateral for 
performance under a contract. 
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STURGIS MANUFACTURING COMPANY 
Income Statement 
For the Year Ended December 31, 1951 

Revenues . 

Less: Operating expenses, except depreciation. 

Other credits: 

Interest and dividends on investments.$ 22,000 

Excess of provision for self-insurance charged to op¬ 
erating expenses in 1951 over net losses in 

1951 . 360,000 

Net profit before depreciation and federal income taxes 
Gain from'sale of capital assets (Note 1) . 

Provision for depreciation . 

Total profit before federal taxes. 

Less: Provision for federal income taxes. 

Net profit, to retained income . 


$17,500,000 
14,170,000 
$ 3,330,000 


382, 00^ 
$ 3,712,000 
1,410,000 


$ 5,122,000 
550 ,000 
$ 4,572,000 
1,760,000 
$ 2,812,000 


Note 1. Sale, in 1951, of five buildings in excess of book value; $50,000 of 
capital surplus was applicable to two of the buildings acquired in 1947 and sold, 
above. 

STURGIS COMPANY 

Statement of Retained Income and Capital Surplus 
For the Year Ended December 31, 1951 



Retained 

Capital 


Income 

Surplus 

Balance, December 31, 1950 . 

$ 795,000 

1610,000 

Net profit, 1951 . 

2,812,000 


Transfer from capital surplus to retained income of 
depreciation on appreciation charged to in¬ 
come in 1950 ($270,000) and of unamor- 

cized appreciation on buildings sold. 

+ 320,000 

— 320,000 

Excess of cost of 5,000 shares Df treasury stock pur- 

ihased over par value . 

— 15.000 

— 5,000 

Deduct: Dividends paid in 1951 . 

$3,912,000 

570,000 


Balance, December 31, 1951 . 

$3,342,000 

$285,000 


7. From the information presented in the problem, prepare the following: 

a) The necessary adjusting entries 

b) A working sheet 

c) Financial statements for inclusion in the annual audit report 

You are engaged to audit the records of the Hacket Manufacturing Com¬ 
pany. The company has not been audited before by a professional public ac¬ 
countant. The company accountant presented to you the unaudited state¬ 
ments shown on page 637. 

As a result of your examination of the records, the following information 
has become available: 

Cheques in the amount of $200,000—received in January, 1952, in pay¬ 
ment of customers' November and December, 1950, accounts—were in¬ 
cluded in December, 1951, cash receipts. 

Cheques for $150,000—issued in January, 1952, in payment of vendors’ 
December, 1951, invoices—were entered in the Cheque Register as Decem¬ 
ber, 1951, disbursements. 
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Balance Sheet 
December 31, 1951 

Cash in banks . 

Accounts receivable .$ 200,000 

Less: Reserve fur doubtful accounts . 70,000 

Inventories. 

Investments . 

Prepaid expenses . 

Land. 

Buildings, machinery, patents .$4,800,000 

Less: Reserves for depreciation and amortization .... 1,600,000 


LIABILITIES \ND CAPITAL 

Accounts payable. 

Notes payable, 6 per cent. 

Accrued expenses. 

Federal income tax liability. 

Common stock, par $100 . 

Retained income . 


Income Statement 
For the Year Ended December 31, 1951 


Net sales .$3,500,000 

Cost of goods sold . 2,430 ,000 

Gross profit .$1,070,000 

Selling and administrative expenses. 900,000 

Net profit Dn operations.$ 170,000 

Other income . 20,800 

190,800 

Interest on notes payahle . 19,000 

Net income before federal income taxes.$ 171,800 

Federal income taxes. 68,720 

Net Profit.$ 103,080 


Vendors’ invoices of $ SO, 000—received in January, 1951, for goods and 
services delivered in December, 1951—were lecorded in the Voucher Regis¬ 
ter in December, 1951. Of the latter amount, $50,000 represented goods in¬ 
cluded in the dosing inventories; $30,000 was for expense items. 

Your investigation of the accounts receivable reveals that $50,000 are 
uncollectible. However, you are convinced that the reserve for doubtful ac¬ 
counts is large enough to provide for this loss and, in addition, for any fur¬ 
ther losses which might be incurred in the liquidation of the outstanding 
accounts. 

The inventories consist of the following: 


Raw materials and supplies .$200,000 

Finished goods. 800,000 


Raw materials and supplies are priced at cost, which is below current 
replacement price. For simplicity, at December 31, 1951, the company priced 
its finished goods inventories at 50 per cent of the selling price. Former in¬ 
ventories have always been carried at cost, and upon your advice it is de¬ 
cided to continue this practice. You have verified the fact that the gross 
profits margin has remained uniform for the past four years. 


$ 160,000 

130,000 

800,000 

300,000 

20,000 

200,000 

3,200,000 

$4,810,000 


$ 50,000 

300,000 
70,000 
68,720 
4,000,000 
321,280 
$4,810,000 
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The investments consist of the following: 

Premiums paid for insurance on the lives of officers amount to $ BO,000. 
The face of the policies is $400,000. At December 31, 1951, the policies had 
a cash surrender value of $50,000; at December 31, 1950, the cash surrender 
value was $40,000. Premiums paid in 1951 were $15,000. 

Common stock of the Hacket Manufacturing Company consists of 2,600 
shares, at a cost of $220,000. The stock was purchased in 1945; the company 
does not intend to cancel or retire these shares. 

An analysis of the Buildings, Machinery, and Patents accounts discloses 
the following composition, which represents cost: 

Buildings .$ 800,000 

Machinery . 3,000,000 

Patents . 1,000,000 

14,800,000 


The reserves for depreciation and amortization have been analyzed as 
follows: 


Balance, December 31, 

1950 . 

Buildings 
. . .$ 150,000 

Machinery 

$ 930,000 

Patents 

1355,000 

Provision for the year 

1951 . 

. . . 20,000 

150,000 

75,000 

Less: Reserve accrued 

□n patents sold . . 

$170,000 

$1,080,000 

$430,000 

80,000 

Balance, December 31, 

1951 . 

. . . $170,000 

$1,080,000 

$350,000 


The notes payable are secured by a mortgage given in connection with 
the purchase of land and buildings. The notes become due in the amount of 
$50,000 each July 1. 

The federal income tax liability is established at 40 per cent of the profit 
of $171,BOO. Your examination of the income tax returns of prior years indi¬ 
cated that there will be no substantial additional assessments. 

The Retained Income account is analyzed as follows: 


Explanation 

Dr. 

Cr. 

Premium of $5-00 per share on sale of 40,000 shares 
of common stock 


200,000 

Transfers from Profit and Loss to December 31, 1950 


1,93B,200 

Transfers from Dividends Paid account to December 

31, 1950 

1,600,000 


Transfer from Profit and Loss at December 31, 1951 


103,0B0 

Transfer from Dividends Paid account at December 

31, 1951 (dividends at $B.D0 per share) 

320,000 


Balance, December 31, 1951 

321.2BO 



2,241,280 

2,241,2B0 


Sales included $300,000 from the sale of patents that have not been used 
by the company. These patents cost $250,000; this amount, less the reserve 
for amortization of $80,000 accrued against the patents, is included in cost 
of sales. 

8. From the information submitted in the problem, prepare {a) a working sheet 
giving effect to the information disclosed during the course of the audit and 
(b) a corrected balance sheet at December 31, 1951. 
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ACME TRADING COMPANY 
Balance Sheet 
December 31, 1951 (per Books) 

A55ETS 

Current Assets: 

Cash in banks. 

Accounts and notes receivable . $105,000 

Less: Reserve for bad debts . 2,400 

Inventories . 

Total Current Assets . 

Property: 

Land . $ 35,000 

Buildings .$ 70,000 

Less: Reserve for depreciation. J6,300 53,700 

Machinery and equipment .$130,000 

Less: Reserve for depreciation . 39,000 91,000 

Total Property .. 

Investment in subsidiary company—Smith 

Company. 

Redemption fund for serial bonds. 

Unamortizcd discount on serial bonds payable 


LIABILITIES AND CAPITAL 

Current Liabilities: 

Notes payable—trade. 

Notes payable—banks . 

Accounts payable—trade . 

Accrued liabilities . 

Estimated federal income taxes payable .... 

Serial bonds payable, 41/2 per cent, series 

A, due on January 2, 1952 . 

Interest on notes receivable—collected in 

advance . 

Total Current Liabilities . 

Fixed Liabilities: 

Serial bonds payable, 41/2 per cent, series B 
to J, due at Dne-year intervals, begin¬ 
ning on January 2, 1952, and ending 

on January 2, 1961 . 

Deferred Credits to Income: 

Customers’ advance payments for merchan¬ 
dise deliveries to be made in 1952 .... 

Capital: 

Capital stock—Common; authorized, 1,000 
shares; issued, outstanding, and in treas¬ 


ury, 500 shares .. $ 50,000 

Capital stock—preferred; authorized, $100,- 
000; issued and outstanding, 600 

shares . 60,000 

Total. $110,000 

Capital surplus . 106,500 

Retained income: 

Balance, January 1, 1951 .$150,200 

Add: Net income for year ended Decem¬ 
ber 31, 1951 . 25,500 

$175,700 

Deduct: Purchase cost of treasury stock . 9,000 166,700 


• 639 


$151,200 

102,600 
182,0 00 
$43 5,B00 


179,700 

30,000 

14,000 

4,950 

$664,450 


$ 10,000 
10,500 
130,600 
5,BOO 
12,000 

10,000 

_350 

$179,250 


90,000 


12,000 


3B3.200 

$664,450 
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Additional data, determined in the examination of the accounts, are as 
follows - 

1. Cash in banks includes $13,000 in a special bank account, segregated to meet 
estimated cost of a building extension for which the contract was let early in 
1952 

2. Accounts and notes receivable include an amount owing from an officer, $4,000, 
payable on demand, and have been reduced by $1,250 owed by the company to 
various employees 

The reserve for bad debts is computed at 1V4 per cent of total gross sales 

3. The inventories include advance payments of $6,000 made by the company to its 
suppliers for merchandise to be manufactured and to be delivered on March 1, 
1952 

Merchandise purchased for $5 000 in December, 1951, and remaining un 
sold at December 31, 1951, was financed through notes payable to banks, col 
lateralized by trust receipts 

The basis of inventory valuation is cost or market, whichever is lower 

4 The property accounts, ^ith the exception of the Land account, are stated at cost 
less accumulated depreciation In accordance with a vote of the directors, the 
book amount of land was increased $10 000 over cost on the basis of an ap 
praisal by the X Engineering Company as of July 1, 1951 This increase was 
booked as a debit to the Land account and a credit to Capital Surplus Machinery 
and equipment includes a machine costing $8,000 and having a net book value 
of $4,500, which has been segregated and made available for sale Price offers re 
ceived from prospective purchasers indicate a probable sales value of $3 000 

5 The investment in the Smith Company represents the purchase price of 80 per 
cent of the outstanding stock of the Smith Company The acquisition was made 
on January 2, 1951, at a cost of $30,000 or $2,000 more than rhe underlying 
book value of the subsidiary’s net assets as of that date During the year the 
Acme Trading Company credited to its income account $4,000 of dividends paid 
by the Smith Company from its retained income The net earnings of the Smith 
Company for the year 1951 were $2,000 

6 The redemption fund for serial bonds represented cash that had been turned over 
to the trustee for redemption of these bonds as they mature 

7 The book amount of unamortized discount on serial bonds payable represents 
90 per cent of a total discount of $5 500 involved in the issue, as of January 2, 
1951, of $100,000 serial bonds, maturing at one year intervals in equal amounts 
of $10 000, beginning on January 2, 1951 

8 The preferred stock (par value $100 per share) is 5 per cent cumulative and 
has a liquidation preference of $110 per share, undeclared dividends accumu 
lated to December 31, 1951, equal $5 00 per share Common stock (without par 
value) was issued for cash at $200 per share, of which the directors voted to 
carry one half to Capital Surplus 

9 The Capital Surplus account has been charged with $3,500, representing the 
amount of a fire loss on buildings, tD the extent not compensated for by in 
surance, sustained on October 15, 1951 

10 The Retained Income account has been charged for the purchase of treasury 
stock LOmmon at $9,000, or $1 000 less than the original issue price Such 
stock is canceled by the board of directors, with the approval of stockholders, in 
January, 1952 

11. The balance sheet fails to reflect these two facts 

a) An accommodation endorsement by the Acme Trading Company, on a 6 
per cent, $10,000 demand note of the Smith Company, outstanding as of 
December 31, 1951 

b) An acceptance by the Acme Trading Company of a $1,000, 30 day time 
draft, dated December 15, 1951, drawn on the company by a trade creditor 

in favor of the latter 

Note Ignore the effect of any 1951 income adjustments on the tax li¬ 
ability for that year 


(AIA) 
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9. The following balance sheet of the Star Manufacturing Company as of De¬ 
cember 31, 1950, is presented to you for purposes of revision as to form, 
content, and presentation of items therein, based upon the information here¬ 
inafter set forth. 

STAR MANUFACTURING COMPANY 
Balance Sheet 
December 31, 1951 


ASSETS 

Current assets: 

Cash on hand and in banks. $137,500 

Notes receivable, less discounted notes, 

$20,000 . 60,000 

Accounts receivable, less reserve, $8,500 . 247,800 

U.S. government bonds and accrued interest, 

$420 . 42,350 

Total Current Assets . $ 4B7.650 

Working and trading assets: 

Raw materials and supplies . $ 92,440 

Work in process . 110,700 

Finished goods, including consigned merchan¬ 
dise, $21,670 . 181,320 

Total Working Assets . 3B4.460 

Investments in capital stock of Dther companies . . 120,000 

Capital assets: 

Land and buildings, at cost, less depreciation . . $440,000 

Machinery and equipment, less depreciation, 

$162,800 . 332,000 

Furniture and fixtures, less depreciation, 

$3,200 15,900 

Total Capital Assets . 787,900 

Sinking fund for retirement of first-mortgage 

bonds . 69,700 

Treasury stock . 10,000 

Prepaid expenses and deferred charges: 

Unexpired insurance . $ 3,300 

Discount on capital stock . 15,000 

Prepaid advertising . 4,600 

Prepaid interest on notes discounted . 1,8 00 

Total Prepaid Expenses and Deferred 

Charges . 24,700 

$1,884,410 

LIABILITIES 

Current liabilities: 

Accounts payable, trade . $273,000 

Accrued payroll and interest (exclusive of in¬ 
terest on installment notes payable to 

bank) . 15,620 

Reserve for federal income and excess profits 

taxes (net of postwar refund of $8,000) . 72,000 

Reserve for ocher taxes.- 14,300 

Installment notes payable to bank; due $12,000 
on first of each month beginning on Jan¬ 
uary 1, 1952; and accrued interest, $4,- 

500 . 124,500 

Total Current Liabilities . $ 499/420 

Dividends payable on January 16, 1952 . 6,000 
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Funded debt: 

First-mortgage bonds, 5 per cent, due on 

January 1, 1968 .. 

Capital stock and surplus. 

Capital stock: 

Preferred, 2,000 shares authorized, 1,800 

shares issued . 

Common, 3,000 shares authorized, 2,300 

shares issued. 

Subscriptions to common stock, 400 shares . 


Total Capital Stock . 

Earned surplus 

Reserve for employees’ pensions .$ 14,000 

Free and available for dividends . 139,990 

Total Earned Surplus . 

Capital surplus . 


Total Capital Stock and Surplus 


11B0,000 

250,000 

22,000 

$452,000 


173,990 

403,000 


350,000 


1,028,990 

$1,BB4,410 


Through inquiry and investigation, you obtain the following information 
with respect to items in the foregoing balance sheet: 

1. Cash includes $14,000 in an employees’ pension fund 

2. The U.5 government bonds represent $42,000 face value, 2 per Lent treasury 
bonds valued at cost plus accrued interest The market value of such bonds on 
December 31, 1951, was $44,700. 

3 Accounts receivable include $B,400 of advances to employees. 

4. Accounts receivable also include $15,000 advanced to suppliers of raw materials 
for materials neither received nor in transit Since the placement of the orders, 
which are not subject to cancellation, the replacement cost of the materials has 
declined to 70 per cent of the commitment price 

5 Raw materials and supplies are stated at amounts lower than market and include 
invoices received, in the amount of $7,000, for materials shipped FOB point of 
shipment and in the hands of common carriers on December 31, 1951 Ex¬ 
cluded are $9,000 of raw materials received on December 2B, 1951, for which 
invoices are dated January 15, 1952. 

6. Work in process is valued at actual cost of direct materials and direct labor, plus 
a normal charge for manufacturing overhead based upon company experience, 
which is less than market value. 

7. Finished goods are similarly valued, except for merchandise in hands of con¬ 
signees, which is priced and billed on memorandum at 110 per cent of cost. 
Finished goods valued at $140,000 are pledged against installment notes payable 
to bank. 

B. Of the capital stock investments in other companies, $95,000 represents invest¬ 
ments at cost in 50 per cent or more of the stock of subsidiary companies. The 
realizable values of such investments exceed cost, and income therefrom is re¬ 
corded as dividends are received 

9. The remaining, investments represent small stock interests considered necessary 
for business operations, with an aggregate market value of $21,800 at December 

31, 1951. 

10. The Land and Buildings account, when analyzed, discloses the following. 


Cost of land .$ 75,000 

Depreciated cost of buildings as of January 1, 1946, estab¬ 
lished by revenue agent’s report dated July 7, 1947, ad¬ 
justed for subsequent additions and retirements . 669,500 

Accumulated depreciation since January 1, 1946 . 304,500 


11. The sinking fund consists of $19,700 in cash and $50,000 of the company’s own 
first-mortgage, 5 per cent bonds. 
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12. The treasury stock represents 100 shares of preferred stock, valued at par and 
acquired for resale to employees. 

13- The preferred stock has a |100 par value It is cumulative at the rate of 6 per 
cent and is callable after July 1, 1953, at 105 per cent of par value plus accumu¬ 
lated and unpaid dividends, if any. The 1,B00 shares issued include the 100 
shares in the treasury. 

14. The common stock also has a $ 100 par value. The subscriptions to 400 shares 
of common stock are stated in the balance sheet net of $ IB,000, representing 
receivables from subscribers on their stock subscription contracts. 

15. The reserve for employees’ pensions of $14,000 offsets the amount of cash in 
the employees’ pension fund This fund was set up in 1951 as a result of a con¬ 
tract with employees. 

16. The current Earned Surplus account dates back to July 1, 1942, on which date 
a voluntary reorganization served to eliminate an operating debut. 

(A.I.A.) 



* 

THE SHORT-FORM AUDIT REPORT 


There are two common types of audit reports, one or both of which usually 
may be issued as the result of an audit: 

1. The short-form audit report (or certificate). 

2. The long-form audit report (or detailed audit report). This report is 
treated in Chapter 26. 

The objectives of the short-form audit report are as follows: 

1. To present a concise description of the nature and the scope of the 
examination and 

2. To state the opinion (if one is rendered) of the auditor concerning 
the financial statements. 

The long-form or detailed audit report expands the description of the 
nature and the scope of the audit. 

The standard short-form audit report—or certificate—now used by the 
majority of public accountants was recommended by the American Institute 
of Accountants in September, 1948. It was presented in Chapter 1 and is 
repeated in Illustration 81. 

Illustration 81 

SHORT-FORM REPORT OR CERTIFICATE 

We have examined the balance sheet of the X Company as of December 31, 1951, and 
the related statement(s) of income and surplus* for the year then ended. Our examination 
was made in accordance with generally accepted auditing standards, and accordingly in¬ 
cluded such tests of the accounting records and such oLher auditing procedures as we 
considered necessary in the circumstances. 

In our opinion, the accompanying balance sheet and statement(s) of income and 
surplus* present fairly the financial position of the X Company at December 31, 1951, 
and the results of its operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with that of the preceding year. 

* Since issuing this report, the American Institute of Accountants has recommended that the term “surplus” 
be discontinued. 

This audit report must be changed or modified where necessary because 
of qualifications or exceptions. If all recognized procedures are not followed 
in an engagement, the report should so state (see D, p. 655). It is en¬ 
tirely possible that the circumstances of an engagement may completely 
prohibit the rendition of an opinion of the financial statements. The form 

644 
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of the report is not necessarily used inflexibly, since circumstances of each 
engagement may cause variations in its use, as will be pointed out in sub¬ 
sequent sections of this chapter. It is not possible to use one form of report 
in all engagements, but the standard form of short report constitutes the 
basis upon which to build the report required in the circumstances. 

Objectives of Short-Form Report 

The auditor’s report concludes with the expression of an opinion of 
the fairness of the financial statements, which are representations of the 
management. The report also expresses an opinion as to whether the repre¬ 
sentations of the management are in conformity with generally accepted ac¬ 
counting principles applied on a basis consistent with the practices of the 
preceding year. Both the scope and the opinion section of the standard audit 
report set forth the essential aspects of a professional engagement and gov¬ 
ern the responsibility of the accountant. 

The short-form report may be rendered alone, or it may be incorporated 
in the long-form audit report. The short-form report might be expressed as 
a section of the long-form audit report, which is treated in Chapter 26 . In 
many audits, two reports are prepared, as follows: 

1. The short report, accompanied by the financial statements, and 

2. The long-form audit report, made up of the financial statements, the 
audit report, comments on the financial statements, operations, ratio 
studies, etc. 

In the majority of engagements the long-form audit report, not made 
public, is submitted to the client. If financial statements are to be published, 
if they are to be submitted to stockholders, if they are prepared for credit 
purposes, or if a detailed audit report is not rendered, only the short-form 
audit report is prepared—varied where necessary—accompanied by the fi¬ 
nancial statements of which the report is an integral part. Through the 
medium of the report, interested and proper persons are advised of the audit, 
its scope, and the conclusions reached. 

“Opinion” versus “Certificate " 

In past years the audit report commonly was referred to as a "certificate,” 
and it is still commonly referred to as such. The change to the use of the 
term "report” has been prompted by the relationship commonly—though 
erroneously—considered to exist between the words "to certify” and "to 
guarantee.” Webster’s New International Dictionary defines to "certify” 
as "to give certain information of,” "to verify,” "to attest authoritatively”; 
however, words often are used in violation of their proper meaning. Prior 
to the adoption of the first recommended short form of certificate in 1933, 
the auditor frequently opened the opinion section of his report with the 
words "We certify that . . .”; as a result, it was natural to refer to the 
opinion as a certification in the sense of a warranty. 

A report is always an expression of opinion and is not a guaranty made 
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by the auditor. Of course, the auditor must never permit his opinion to be 
dictated or influenced by the wishes of the client. The certificate is an instru¬ 
ment that is in the nature of an oath of believed correctness. Since a report is 
an expression of opinion, modern practice has turned away from the un¬ 
qualified use of the word "certify'’ in connection with the expressed opinion 
of the fairness generally—because the word "certify" may be interpreted as 
a guaranty—and has substituted the expression "in our opinion.” Of course, 
if all material under certification is a statement of fact, there can be no ob¬ 
jection to an unqualified use of the word "certify”; for example, if an ac¬ 
countant were asked simply to copy a balance sheet, he would state: "I 
hereby certify that this is a copy of the balance sheet as rendered by the 
ABC Company,” or "I certify that this is a copy of the balance sheet pre¬ 
sented to me by the ABC Company”; the statement that in his opinion the 
balance sheet was a copy could readily be interpreted to mean that the au¬ 
ditor was not certain that he had correctly copied the statement. 

By using the term "in my opinion,” the responsibility of the auditor is in 
no way lessened; but he is protected by the statement that he is rendering 
only his opinion, expertly, on the basis both of facts and of conclusions ar¬ 
rived at by work adequately performed in accordance with accepted auditing 
standards and procedures. Both a balance sheet and an income statement are 
statements of opinion as far as certain items are concerned; therefore, the 
certification is an opinion arrived at by sound technique, good judgment, 
and professional skill. However, if the auditor renders a statement as his 
opinion without having reasonable grounds to support that opinion or with¬ 
out himself believing it to be true, he may be adjudged guilty of fraud and 
may be held liable to those relying on such statements to their injury. If an 
accountant makes a statement of fact which implies the correctness of a fi¬ 
nancial statement, he may be held for deceit, or a tort based on fraud, in 
the event that the statement was false. Consequently, if a financial statement 
is certified as a statement of fact, and if that statement is false, the liability 
of the auditor is extended to injured third persons who are not parties to 
the contract. 

Standard Short-Form Reporf Con/enfs 

Detailed descriptions and comments preferably are not placed in the 
short-form report. If descriptions and comments are desirable or necessary, 
they are inserted between the scope paragraph and the opinion section; if 
various analyses are to be made, or if descriptions and comments are numer¬ 
ous, a long-form report should be prepared. If the short-form report does 
not state otherwise, the reader may properly assume that the auditor has con¬ 
ducted his examination in accordance with generally accepted auditing 
standards and that proper tests were made of all records. 

Although the short-form report should not contain detailed comments, it 
should be designed and drafted with perfect clarity so that there is not the 
remotest possibility of misrepresentation on the part of the reader. 
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Addressing the Report. The report should be addressed to the client. If 
the auditor is appointed by the stockholders, the report should be addressed 
to "The Stockholders of the ABC Company.” If appointed by the board of 
directors, the auditor should address the report to "The Board of Directors 
of the ABC Company,” even though the arrangements for the examination 
were made by officers of the corporation. 

Dating the Report and the Statements. The financial statements submit¬ 
ted with the report will bear (a) the date of the balance sheet and ( b) the 
date of the period end for the statements of income and retained income. As 
stated in Chapter 23, the auditor should report on events of significance oc¬ 
curring after the close of the period under examination. The audit report 
cannot be drafted and dated until all field work is performed; and, after the 
field work is finished, the auditor is not in a position to obtain information 
concerning subsequent developments. Therefore, the report should be 
drafted and dated without unnecessary delay after completion of the field 
work, so that the auditor may not be accused of possessing knowledge con¬ 
cerning events subsequent to the field work and prior to che drafting of the 
report. 

Signing the Report. It is customary practice to sign reports with the full 
firm name; no reference is made to any one member of the firm, unless it 
is a specific requirement—private or in accordance with the regulations of 
a government bureau—that an individual firm member sign the report. 

Assumptions of the Report. The report rendered by the accountant is 
based upon certain assumptions, as follows: ( a) that the signing accountant 
is holding himself forth as one skilled in auditing practice, qualified to 
render the report, and fitted to express an informed and considered opinion; 

( h) that the accountant has performed the type of examination that would 
be made by a skilled professional person; (c) that the accountant is assum¬ 
ing the responsibility for his expression of opinion; (d) that there are prin¬ 
ciples of accounting, recognized by the accountant, which are applicable to 
the business transactions of the company under audit; and (e) that the 
application of the principles results in financial statements which fairly re¬ 
flect the financial position and the operating results of the company on a 
basis consistent with that of the preceding year. 

The Scope-of-Examination Section. Within the scope section of the re¬ 
port, there is the statement: "We have examined the balance sheet of the 
X Company as of December 31, 1951, and the related statement(s) of in¬ 
come and retained income for the year then ended.” This is a statement con¬ 
cerning the examination in general and indicates the dates and period cov¬ 
ered; it is factual in nature. The statement expresses the representations of 
management as to the financial position and operating results. 

Next follows the statement: "Our examination was made in accordance 
with generally accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing procedures as we 
considered necessary in the circumstances.” This statement further elabo- 
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rates the scope of the examination. A standard of judgment, resting upon 
the standards generally accepted by the accounting profession, is established. 
The statement further indicates that the accountant is professionally skilled 
and that he could judge fairly the extent of the tests considered necessary 
in the circumstances. At the same time the statement clearly denies a de¬ 
tailed audit. It also indicates that not only the accounting records but also 
other evidences were examined and procedures followed to the extent ex¬ 
pertly considered necessary. The statement also implies that the auditor has 
followed all procedures required in a particular engagement and not that 
all procedures are equally applicable to all examinations. 

Additions may be made to the scope section, if it is necessary or desirable, 
or if a detailed audit report is not submitted. These additions normally are 
inserted between the scope section and the opinion section. 

The Opinion Section. The opinion section of the report opens with the 
statement: "In our opinion, the accompanying balance sheet and state¬ 
ment (s) of income and retained income (surplus) present fairly the fi¬ 
nancial position of the X Company at December 31, 1951, and the results 
of its operations for the year then ended. . . .” This section expresses the 
opinion of the accountant with respect to the financial statements of the 
client and is the most important section of the report. The accountant is 
rendering his opinion as to the fair presentation of the financial statements. 
There is no statement as to correctness, since it is well recognized that only 
financial statements prepared at the termination of a business are truly cor¬ 
rect. 

The opinion concludes with the statement: ". . . in conformity with 
generally accepted accounting principles applied on a basis consistent with 
that of the preceding year. . . .” This section should not be included if the 
report contains qualifications and exceptions that would negative it; all 
significance would be lost ( a ) because the principles have not been gener¬ 
ally accepted or ( b ) because they were not maintained on a basis consistent 
with that of the preceding year. 

Consistency of application of principles from year to year is of funda¬ 
mental importance if comparative data and analyses are to be of value and 
if owners and other interested groups are not to be misled. 

ILLUSTRATION. In one year a company may follow the policy of charg¬ 
ing all small tools to expense as they are acquired, and the practice may 
be consistent during the entire year. In the succeeding year it may con¬ 
sistently follow the policy of capitalizing all small tools acquired. Con¬ 
sistency has been maintained in both years, but there has been no consist¬ 
ency between years. 

Changes in accounting principles or changes in accounting practices 
adopted by the client for the year under examination must be fully disclosed 
and the effect shown. If the accounting principles and procedures are not 
consistent from year to year, a report becomes almost meaningless for com- 
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parative purposes; and full comment must be made as to deviations in the 
application of principles. Likewise, departures from accepted principles and 
procedures should be described and the effect shown. If an accountant does 
not comment upon such changes, he may be remiss in his duties. 

Accounting principles are evolutionary, and there is disagreement as to 
certain of the principles and their application. What might constitute an 
accepted principle of accounting in one industry might not constitute an 
accepted principle in another industry. When the expression "in conformity 
with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year” is used, the understanding should be that 
the principles are commonly followed in application for similar businesses 
within the industry and that they have been followed consistently; other¬ 
wise, the expression should be altered to suit the exact situation. If the prin¬ 
ciples followed by any particular industry differ from the principles fol¬ 
lowed in all industries generally, an explanation of those differences should 
be presented. 

Short-Form Explanations and Alterations 

If it is not rendered as described above, the standard short form of audit 
report may contain one or more of the following: 

1. Explanations and/or alterations that cause it to vary from the Institute form 

2. Explanations and/or alterations that expand it 

3. Explanations and/or alterations that qualify it 

4. Explanations and/or alterations that cause an opinion to be omitted or 
denied 

Explanations and alterations may be made to the scope or opinion sec¬ 
tion, may be separately stated, or may be worked in throughout the report. 
Some accountants believe that explanations and alterations cause the short 
form to become a long-form or detailed report. This is not true, since the 
line of demarcation between long and short is relative. 

Because of variations in the conditions surrounding each audit, it is often 
necessary to make the phraseology of a report different from that of the 
standard report by inserting explanations and alterations. The precise word¬ 
ing of each report must be carefully studied so that all conditions are ex¬ 
actly and correctly stated, so that a true reflection of the scope and results 
is presented, and so that the work of the audit is specified or any lack of 
work or deviations from acceptable procedures caused by restrictions or by 
agreements are specified. Nothing should be left for imaginative distortion. 

Examples of Variations. Variations in the standard short-form audit re¬ 
port do not necessarily lead to expansion, contraction, qualifications, or the 
omission of an opinion. A few examples follow: 

1. Reliance upon Reports of Other Accountants. In Illustration 82 the 
report contains a statement accepting the audit reports of the accountants 
who examined the records of subsidiary companies; the materiality of sub- 
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Illustration 82 

ACCOUNTANTS CERTIFICATE 
Example of Reliance upon Other Accountants 

Champion Paper and Fibre Company 

We have examined the condensed consolidated balance sheet of the Champion Paper 
and Fibre Company and subsidiary companies as of March 31, 1949, and the related sum 
maries of consolidated income for the eleven months then ended As tD the companies 
other than three subsidiary companies, our examination was made in accordance with gen 
crally accepted auditing standards and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the circum 
stances As to the three subsidiary companies, we examined reports of other accountants 
and the accounts of those companies have been included in the accompanying statements 
as shown by such reports The total assets of these subsidiary companies amount to ap 
proximately 3 per cent of the consolidated total and their sales and net income aggregate 
approximately 12 per cent and 3 per cent, respectively, of the consolidated totals 

In our opinion, which as to the three subsidiary companies is based upon the reports 
of other accountants, the accompanying condensed consolidated balance sheet and sum 
manes of consolidated income present fairly the financial position of the companies at 
March 31, 1949, and the results of their operations for the eleven months then ended, in 
conformity with generally accepted accounting principles applied on a basis consistent with 
that of the preceding year 

Haskins and Sells 

Cincinnati 
May 26, 1949 

sidiary company assets, sales, and net income is also indicated, in all other 
respects the report is exactly the same as the standard short form Its word¬ 
ing should be studied 

2 Changes in Accounting Procedure Changes in accounting proce¬ 
dures should be set forth if the effect is to alter consistency of application 
of principles Briefly, in the opinion section of the report presented in Il¬ 
lustration 83, notes 1, 3, 4, and 5 have the effect of a change in policy as 

Illustration 83 

ACCOUNTANTS CERTIFICATE 

Example of Change in Procedure 

To the Stockholders and the Board of Directors of 
General Electric Company Schenectady, New York 

We have examined the consolidated balance sheet of General Electric Company and 
affiliates as of December 31, 1948 and the related statement of income and retained in 
come for the year then ended Our examination was made in accordance with generally 
accepted auditing standards and accordingly included such tests of the accounting records 
and such other auditing procedures as we considered necessary in the circumstances 

In our opinion the accompanying consolidated balance sheet and related consolidated 
statement of income and retained income present fairly the financial position of General 
Electric Company and affiliates at December 31, 1948, and the results of their operations 
for the year then ended, in conformity with generally accepted accounting principles. 
Apart from the changes in policy, which we approve, with respect to the discontinuance 
of provisions for taxes on undistributed earnings of affiliates (Notes 1 and 3) and the 
transfers to retained income of a portion of the reserve for investments (Note 4) and of 
the general reserve (Note 5), such principles were applied on a basis consistent with that 
of the preceding year 

Peat, Marwick, Mitchell & Company 

New York 5, New York 
February 23, 1949 
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follows: Realized profits and losses on various miscellaneous classes of se¬ 
curities formerly had been carried to Capital Surplus or to a General Re¬ 
serve account by direct charges and credits; the policy was changed to direct 
charges and credits to income for realized profits and losses. 

3. Changes in Pricing Policies. Changes in pricing policies which have 
material effects upon the financial statements should be set forth imme¬ 
diately after the scope section, as indicated in the following report: 

As of January 1, 1951, the companies adopted the last-in, first-out method of 
pricing inventories. This change in the basis of pricing resulted in a reduction of 
approximately $400,000 in inventories and $100,000 in net income after taxes 
below the amount which would have resulted from continued use of the former 
methods of pricing. 

In our opinion, the accompanying balance sheet and statements of income and 
income retained in the business present fairly the financial position of the compa¬ 
nies at December 31, 1951, and the results of their operations for the year then 
ended, in conformity with generally accepted accounting principles applied on 
a basis consistent with that of the preceding year, except for ffie change made in 
the basis of pricing inventories referred to in the preceding paragraph, which 
change we approve. 

Report Expansion. The short-form audit report may be expanded to in¬ 
clude procedural comments, if desired, although the more universal practice 
is to keep the short-form certification as concise and pointed as possible and 
to include procedural comments in the detailed audit report. A shorter form 
can be used more readily when complete audit reports are rendered, since 
descriptive details as to scope and procedure are then carried to the detailed 
report. An expansion of the short report results in an insight into the audit¬ 
ing procedures followed and the 
procedures not followed are as important as the citing of procedures fol¬ 
lowed and will result in report qualification. If a certification is of sufficient 
length, it may constitute the entire report. When report expansion is 
adopted, extreme care in drafting must be used, so that the report is not 
ambiguous or misleading; an auditor must not, knowingly or unknowingly, 
hide behind his report. When the short-form report is expanded, it nor¬ 
mally is divided into three sections: ( a ) the scope of the audit, ( b ) com¬ 
ments, and ( c) the opinion paragraph. 

The comments section contains the remarks considered necessary for each 
particular section of the audit. For example: "As to inventories, the records 
were examined, prices and computations were tested, the related procedures 
were reviewed, and physical tests were made of quantities.” In Illustration 
84 the report is expanded to include a description of the balance sheet ac¬ 
counts and of certain company actions in regard to those items. 

Report Qualifications and Exceptions 

The opinion rendered in an audit report must be qualified (a) if a dif¬ 
ference of opinion exists between the auditor and the client with respect to 


procedures not followed. Disclaimers to 



Illustration 84 
EXPANDED REPORT 

To the Board of Directors of the Blank Company, Cincinnati, Ohio 

We have examined the consolidated balance sheet of the Blank Company and sub¬ 
sidiary companies as of December 30, 1950, and the consolidated statement of income 
and accumulated earnings for the fiscal year (fifty two weeks) then ended Our examina¬ 
tion was made in accordance with generally accepted auditing standards and accordingly 
included such tests of the accounfng records and such other auditing procedures as we 
considered necessary in the cinumstances 

Cash consists of monies in store tills, in transit, and on deposit in 1,292 banks The 
amount is not in excess of that required for current operating purposes 

Receivables consist of amounts due from vendors, customers, employees, and others, all 
arising from normal business transactions Substantially all of these accounts represent cur¬ 
rent transactions The management is of the opinion, with which we concur, that as Df 
December 27, 1950, the receivables appear fully collectible It has been the company’s 
consistent policy to charge losses, if any, to current operations, when they have occurred 
In prior annual statements, allowances for losses have been deducted from the receivables 
This allowance at December 27, 1950, $ 146,029, has been transferred to and is included 
in the Accumulated Earnings Appropriated for Contingencies, which is commented on in 
a subsequent paragraph 

Inventories of merchandise were warehoused or otherwise cared for in an orderly man 
ner Slow moving merchandise, which was a comparatively small amount at December 27, 
1950, was written down to realizable values Commitments for merchandise to be re 
ceived subsequent to December 27, 1950, do not appear to be in excess of requirements for 
current operations 

Land and buildings are stated at cost less $ 1,912,8R7, the applicable portion of a net 
appraisal write down charged to surplus in 1932 The company has continued its policy of 
leasing stores, warehouses, and manufacturing buildings whenever possible lather than in¬ 
vesting its funds in such assets Leasehold improvements are charged to oocrations during 
the year in which they are made Depreciation on fixed assets has been provided at rates 
which, in accordance with the company’s experience, will amortize the cost thereof over 
the useful lives of such assets Depreciation for the current year amounted to $4,167,390 

Notes payable are held by 30 banks, all located in Lines in which the Blank Company 
operates These notes are due 60 days from dates of issuance 

Accounts payable and accrued expenses were incurred in the usual course of business 
and are not past due Included in accrued expenses is $1,668,135, representing earned 
vacation pay as of the year end 

We believe that the provision for federal taxes for current and prior years is adequate 

The Employees Benefit Fund was appropriated Dn March 7, 1950, by a stockholders’ 
resolution, which states in parr that to this reserve shall be added annually an amount 
equal to 5 per cent of the year end balance ” The amount reserved is being utilized prin¬ 
cipally in the company’s working assets 

The shares of preferred stock acquired by the company during the year have been 
retired 

Accumulated Earnings, formerly designated iarned Surplus, represent profits left in 
the business and arc being utilized principally in working assets 

Accumulated Earnings Appropriated for Contingencies has been created by consoli¬ 
dating the reserves for contingencies, possible inventory losses, and risks not covered by 
insurance shown on the 1949 balance sheet, and the allowance for possible losses on re¬ 
ceivables, $146,029 An additional appropriation of $2 5 million was made as of De¬ 
cember 27, 1950 Such earnings appropriated are utilized principally in company working 
assets Additions to and deductions from this account can be made only upon authonza 
tiDn of the Board of Directors 

In our opinion, the accompanying consolidated balance sheet and related consolidated 
statement of iniome and accumulated earnings present fairly the consolidated position of 
the Blank Company and subsidiary companies at December 30, 1950, and the consolidated 
results of their operations for the fiscal year then ended, in conformity with generally ac¬ 
cepted accounting principles applied on a basis consistent with that of the preceding fiscal 
year 

Cincinnati, Ohio Certified Public Accountants 

February 6, 1951 
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the fair presentation of financial statements or (&) if required audit pro¬ 
cedures have been omitted. Exceptions taken by the auditor which result in 
report qualifications relate to (a) the scope of the audit, ( b ) the inability 
to follow or decision not to follow examination procedures as required by 
generally accepted auditing standards, (c) the failure of the client to com¬ 
ply with generally accepted accounting principles, ( d ) the failure consist¬ 
ently to apply accounting principles, and ( e ) the uncertainty of an item or 
its status. It is possible that the exceptions taken by the auditor are suffi¬ 
ciently significant to preclude the rendition of any opinion concerning the 
fairness of the financial statements. 

Rule 5 of the Rules of Professional Conduct of the American Institute of 
Accountants is perfectly clear with respect to the responsibility of the au¬ 
ditor for adhering to generally accepted accounting principles and for fol¬ 
lowing accepted auditing procedures applicable in the circumstances. This 
rule also is important as a reflection of the independence of the auditor. 
Rule 5 follows: 

In expressing an opinion on representations in financial statements which he has 
examined, a member may be held guilty of an act discreditable to the profession 
if: 

a) He fails to disclose a material fact known to him which is not disclosed in 
the financial statements but disclosure of which is necessary to make the fi¬ 
nancial statements not misleading; or 

b) He fails to report any material misstatement known to him to appear in the 
financial statement; or 

c) He is materially negligent in the conduct of his examination or in making 
his report thereon; or 

d) He fails to acquire sufficient information to warrant expression of an opin¬ 
ion, or his exceptions are sufficiently material to negative the expression of an 
opinion; or 

e) He fails to direct attention to any material departure from generally accepted 
accounting principles or to disclose any material omission of generally ac¬ 
cepted auditing procedure applicable in the circumstances. 

In addition, Rule 2—02 of Regulation S-X of the Securities and Exchange 
Commission is as follows: "Any matters to which the accountant takes ex¬ 
ception shall be clearly identified, the exception thereto specifically and 
clearly stated, and, to the extent practicable, the effect of such exception on 
the related financial statements given." 

Normally, exceptions are set forth specifically between the scope para¬ 
graph and the opinion paragraph of the report; and they are customarily 
referred to in the opinion paragraph. The report should disclose the 
omission of any generally accepted auditing procedure, regardless of the 
reasons for the omission, and regardless of whether or not the auditor has 
otherwise satisfied himself with respect to the omission of that generally ac¬ 
cepted procedure. Under no circumstances should the accountant condone 
exceptions to sound procedure and fail to comment upon the exceptions in 
his report and then attempt to justify the unsatisfactory situation by foot- 
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note explanations to the financial statements. Financial statement footnotes 
are purely explanatory. To attempt to make a footnote serve as a qualifica¬ 
tion is to attempt to hide behind the certificate. If this requirement of de¬ 
lineation between exceptions and explanations is observed, there are pre¬ 
vented any unjustifiable assumptions as to the scope of the audit or as to 
the opinion conclusions. 

An exception should clearly indicate whether it affects the scope of the 
audit, examination procedures, adherence to generally accepted accounting 
principles, consistency of principle application, or uncertainty. If too many 
exceptions result in an ineffective opinion, the accountant should state that 
his exceptions were such that an opinion of the fairness of the financial 
statements could not be rendered. 

Exceptions may be expressed or implied, and positive or negative. Pref¬ 
erably, all exceptions resulting in qualifications should be expressed and 
positive, because implied qualifications have the effect of leaving an element 
of doubt. As an example of an expressed exception: "We are of the opinion 
that fixed assets should be stated at cost.” As an example of an implied ex¬ 
ception: "We verified the inventory for clerical accuracy of computation”; 
the implication is that inventories were not physically tested. As an example 
of a positive exception: "Additions to fixed assets were verified”; this states 
the work performed and implies that additional procedures were not per¬ 
formed—for example, examining related expense accounts to be certain 
that some fixed asset purchases were not accidentally or purposely charged 
to expense accounts. As an example of a negative exception: "The inventory 
of the company was certified by the treasurer as being taken under his super¬ 
vision”; in this case the auditor is stating that he did not participate in the 
taking of the inventory. The implication, probably incorrect, is that the 
accountant did examine inventory computations for clerical accuracy; if he 
did examine them, he should so state. A negative exception should state the 
work not performed, leaving the implication that all other procedures were 
followed. As an example of a combination of both a positive and negative 
exception: "We did not participate in the taking of the physical inventory; 
but we did examine all inventory prices, computations, and summaries for 
clerical accuracy”; in this case, both the procedures followed and those not 
followed are explained. 

Examples of Qualifications and Exceptions. Several examples of excep¬ 
tions and report qualifications are now presented. 

A. Scope of Examination Satisfactory for All but One Item. If the 
scope of the examination has been satisfactory for all but one item of ma¬ 
terial amount, and if an opinion is possible in all other respects, the excep¬ 
tion and the opinion might be stated as follows: 

The taking of the inventory at the Hamilton branch was not observed by us; 
neither was it possible for us later to test the physical inventory of the branch. 
The condition of the branch inventory records is such that we are unable to render 
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an opinion concerning the item; available inventory records were examined in 
detail. In all other respects our examination was made in accordance with gener¬ 
ally accepted auditing standards and accordingly included such tests of the ac¬ 
counting records and such other auditing procedures as we considered necessary 
in the circumstances. 

With the preceding exception, which precludes the rendition of an opinion 
of the financial statements in entirety, in our opinion, the accompanying balance 
sheet and statements of income and accumulated earnings present fairly the fi¬ 
nancial position (except inventory) of the X Company at December 31, 1951, 
and the results of operations (cost of sales excepted) for the year then ended, in 
conformity with generally accepted accounting principles applied on a basis con¬ 
sistent with that of the preceding year. 

B. Uncertainty of One Item. If the examination results in uncertainty 
with respect to one item of material amount, the exception necessitated by 
the uncertainty and the opinion might be stated as follows, provided an 
opinion can be rendered: 

At the date of the balance sheet and at the date appended to this report, the 
company is involved as defendant to a patent infringement suit in the amount of 

$ -, which amount is material when considered from the point of 

view of the assets and proprietorship as expressed in the accompanying balance 
sheet and when considered from the point of view of the earning capacity of 
the company as reflected in the patent revenues in the accompanying statement 
of income. 

With this exception, in our opinion. . . . 

C. Uncertainty of Position. Even if there is complete agreement be¬ 
tween the client and the auditor, it occasionally becomes necessary to qualify 
an opinion because of uncertain circumstances, particularly those revolving 
about a controversy as exemplified by differences existing between the client 
and a taxing authority. An additional contingent liability might be foot¬ 
noted to the balance sheet, and at the same time the auditor might consider 
it necessary to qualify his opinion as follows: 

Except for the possibility of an additional assessment for federal income taxes, 
as set forth in Note 3 to the financial statements, in our opinion, the accompany¬ 
ing balance sheet and statements of income and retained income fairly present 
the financial position of the X Company at December 31, 1951, and the results 
of its operations for the year then ended, in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the preceding 
year. 

D. Auditing Procedure Omitted. If an accepted auditing procedure has 
been omitted, if the omission is not of sufficient materiality to preclude the 
rendition of an opinion, and if the auditor uses alternative auditing proce¬ 
dures to satisfy himself reasonably but at the same time feels that his opin¬ 
ion should be qualified, the exception might be stated as follows: 
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We did not confirm notes receivable of $75,000 held as contract collateral by 
the Pressler Construction Company. 

Subject to the exception that we did not confirm the notes receivable men¬ 
tioned above, in our opinion, the accompanying . . . 

E. Limitation of Examination and Reliance. If the examination is lim¬ 
ited by reliance upon an independent outside party employed by the client 
—for example, an appraiser—and if there is no dissent with the results, 
the report might be stated as follows: 

. . . Our examination was made in accordance with generally accepted audit¬ 
ing standards' and accordingly included such tests of the accounting records and 
such other auditing procedures as we considered necessary in the circumstances, 
with rhe exception that the prices of the in-process distilled spirits were estab¬ 
lished by independent chemical engineers; and our examination was limited to a 
review of their processes, which figures we accept. 

Except as stated in the preceding paragraph, in our opinion . . . 

F. Records Not Available. If, for example, in a first audit, it is not pos¬ 
sible to substantiate the opening balance of an account for the year under 
examination, and if an opinion is possible in all other respects, the excep¬ 
tion and the opinion might be stated as follows: 

Our examination was made in accordance with generally accepted auditing 
standards and accordingly included such tests of the accounting records and such 
other auditing procedures as we considered necessary in the circumstances, except 
that, owing to the fact that all detailed inventory records as of December 31, 
1950, have been destroyed, it is not otherwise possible to establish an inventory 
as of that date. 

In our opinion, the accompanying balance sheet fairly presents the financial 
position of the X Company at December 31, 1951, in conformity with generally 
accepted accounting principles. With the exception of our inability to establish 
an inventory as of January 1, 1951, which may have an effect on cost of sales and 
final net profit, it is our opinion that the accompanying statements of income and 
retained income otherwise present fairly the results of operations for the year 
then ended. . . . 

G. Disagreement with Respect to Accounting Principles. If the auditor 
cannot approve of the accounting principles or of the consistency of the 
clients application of the principles, exceptions might be stated as follows: 

As of April 1, 1951, the company reflected an adjustment of its fixed prop¬ 
erties by a charge to Capital Surplus. In our opinion the preferable treatment 
would be represented by a charge to Retained Income of that portion of the ad¬ 
justment which would have exhausted the balance in Retained Income at that 
date. 

Except as stated above, in our opinion . . . 

H. Disapproval of Change in Principle. This example represents the 
exceptions taken by the auditor to a client’s change in principle which could 
not be approved: 



Ch. 25] THE SHORT-FORM AUDIT REPORT • 657 

At December 31, 1951, inventories are stated at cost, which is {50,000 in ex¬ 
cess of current replacement cost at that date. In our opinion, proper accounting 
principles require that inventory be stated at the lower of cost or market, owing 
to the fact that the company consistently followed that method of pricing inven¬ 
tories in all past years. 

At June 30, 1951, remaining unamortized bond premium on the bonds out¬ 
standing was credited to income. 

With the exceptions stated in the two preceding paragraphs, in our opin¬ 
ion . . . 

Approval of Change in the Application of Accounting Principles. 
When an accountant approves a change in accounting principle, its appli¬ 
cation, or a proper deviation from the preceding year, the report may 
properly disclose the change. 

ILLUSTRATION. A report and its accompanying financial statements 
contained the opinion paragraph reproduced below, and the following 
note: 

"In our opinion, the accompanying financial statements present fairly 
the financial position of the consolidated companies and of the parent 
company at December 31, 1950, and the results of their operations for 
the year, in conformity with generally accepted accounting principles 
applied on a basis consistent with that of the preceding year except for 
the accounting change (which has our approval) explained on page 33 
in the notes to the financial statements.’’ 

The notes referred to as appearing on page 33 of the report are as fol¬ 
lows: 

"Since January 1, 1950, income has been charged with certain types 
of leasing and exploration costs which, under former procedure, would 
have been capitalized; and the unamortized balances of such costs at 
December 31, 1949, are being written off in the years 1950 and 1951. 

As a result of this accounting change, consolidated net income for the 
year 1950 w r as reduced by approximately $12 million." 

Sfafemenfs Issued Without Opinion 

If the accountant’s exceptions or qualifications are of a magnitude suffi¬ 
cient to negative an opinion, an opinion should not be rendered; and the 
reasons for the lack of opinion should be clearly stated. The accountant 
cannot make the ridiculous statement to the effect that "All assets and lia¬ 
bilities are doubtful; and our examination was restricted with respect to 
confirmation of receivables and payables, title verification, inventory tests, 
and examination of trust indentures; but, subject to these exceptions, in our 
opinion, the financial statements are presented fairly." 

When conditions—brought about by scope restrictions, deviations from 
accepted auditing standards, client failure to comply with generally ac¬ 
cepted accounting principles, failure to be consistent, or uncertainty—war¬ 
rant no opinion, the accountant should specifically indicate that he is not 
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in a position to express an opinion on the financial statements; and he 
should present his reasons for chat action. 

Perhaps the clearest statement of the procedure of clarification of audit 
reports when the opinion is omitted appears in Statements on Auditing 
Procedure, No. 23, revised and adopted in November, 1949- The following 
is quoted directly therefrom. All italics are the author’s. 

The independent certified public accountant should not express the opinion 
that financial statements present fairly the position of the company and the results 
of its operations, in conformity with generally accepted accounting principles, 
when his exceptions are such as to negative the opinion, or when the examination 
has been less in scope than he considers necessary to express an opinion on the 
statements taken as a whole. In such circumstances, the independent certified pub¬ 
lic accountant should state that he is not in a position to express an opinion on the 
financial statements taken as a whole and should indicate clearly his reasons there¬ 
for. To the extent the scope of his examination and the findings thereof justify, he 
may also comment further as to compliance of the statements with generally ac¬ 
cepted accounting principles in respects other than those which require the denial 
of an opinion on the over-all fairness of the financial statements. The purpose of 
these assertions by the accountant is to indicate clearly the degree of responsibility 
he is taking. 

Whenever the accountant permits his name to be associated with financial 
statements, he should determine whether, in the particular circumstances, it is 
proper for him to (1) express an unqualified opinion, or (2) express a qualified 
opinion, or (3) disclaim an opinion on the statements taken as a whole. Thus, 
when an unqualified opinion cannot be expressed, the accountant must weigh the 
qualifications or exceptions to determine their significance. If they are not such as 
to negative the opinion, a properly qualified opinion would he satisfactory; if they 
are such as to negative an opinion on the statements taken as a whole he should 
clearly disclaim such an opinion. His conclusions in this respect should be stated 
in writing either in an informal manner, as in a letter of transmittal bound with 
the financial statements, or in the more conventional short-form or long-form re¬ 
port. However, when financial statements prepared without audit are presented 
on the accountant’s stationery without comment by the accountant, a warning, 
such as "Prepared from the Books Without Audit,” appearing prominently on 
each page of the financial statements is considered sufficient. 

It is not contemplated that the disclaimer of an opinion should assume a 
standardized form. Any expression which clearly states that an opinion has been 
withheld and gives the reasons why would be suitable for this purpose. However, 
it is not considered sufficient to state merely that certain auditing procedures were 
omitted, or that certain departures from generally accepted accounting principles 
were noted, without explaining their effect upon the accountant’s opinion regard¬ 
ing the statements taken as a whole. It is incumbent upon the accountant, not 
upon the reader of his report, to evaluate these matters as they affect the signifi¬ 
cance of his examination and the fairness of the financial statements. 

Report Examples with No Opinion. Several illustrative suggestions are 
presented for report rendition when an opinion is not possible. 

1. Refer to page 655, section B, where there is uncertainty of one item. 
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If the one item is of sufficient materiality to preclude the rendition of an 
opinion, the opinion section may be changed to read as follows: "In our 
opinion, owing to the materiality of the amount involved in the current 
patent infringement suit, the financial position and the results of operations 
for the year ended December 31, 1951, cannot be presented fairly until the 
case is concluded.” 

2. Refer to page 656, section H, where there is disapproval of a change 
in accounting principle. There are two exceptions in the example, and these 
might be considered sufficient to deny the opinion. 

3. When the terms of the engagement excluded the direct confirmation 
of receivables and the testing of physical inventories, but when all other 
auditing procedures were proper, the opinion section might be stated as 
follows: 

As indicated in the opening paragraph (scope section), the terms of our en¬ 
gagement excluded direct confirmation of receivables and the testing of inven¬ 
tories. Because of the materiality of these items and the required omission of 
auditing procedures necessary to satisfy ourselves with respect to them, it is not 
possible for us to render an opinion as to the fairness of the financial statements 
as a whole. 

4. Where the entire work consisted of the preparation of *bank recon¬ 
ciliations, the reconciliation of subsidiary ledger balances and control ac¬ 
count balances, the preparation of federal and state payroll tax returns and 
federal income tax return, and the preparation of financial statements from 
the books without audit, the opinion section might be stated as follow*’: 
"The accompanying balance sheet and income statement were prepared 
from the records without audit, in accordance with the terms of our engage¬ 
ment. As a result, we are not in a position to express an opinion as to the 
fairness of the financial statements." 

Interim Financial Statements 

Frequently, interim financial statements are prepared for the client, at 
dates when either no audit or only a partial audit is performed. With respect 
to the submission of an opinion, the same policy should be followed for 
interim financial statements as for those prepared at the end of a fiscal year; 
if it is not possible to render an opinion, the auditor should so state; if a 
qualified opinion can be rendered, it is permissible and proper to do so. If 
the interim statements are prepared on the stationery of the auditor, and if 
no audit work is performed, each sheet should bear the notation: "Prepared 
from the Records without Audit.” 

Report Drafting 

A vast amount of experience in report writing is necessary before satis¬ 
factory certifications can be drafted. A certification can become entirely 
meaningless; for example: "In our opinion, the accompanying balance sheet 
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and related statements of income and retained income are in conformity with 
the books of the company.” The financial statements might be replete with er¬ 
rors, since they evidently were prepared directly from the books of account. 
No certificate should be designed so that it leads to false or doubtful con¬ 
clusions, perhaps engendered by a desire to becloud an unsatisfactory posi¬ 
tion. The ethics of an auditor must neither be forgotten nor be sacrificed to 
the desire or to the undeserved benefit of the client. 

Under no conditions should the auditor attempt to relieve himself of 
responsibility by disclaiming such responsibility through the medium of his 
certification/ At all times the auditor must perform all work necessary in 
order to render an adequate certification, so that neither the scope section 
nor the opinion section of the report is neglected. Consider the following: 
"We did not verify title to the company’s land by the inspection of public 
records; we have not undertaken to pass upon the title, and we assume no 
responsibility for it.” The accountant is avoiding a responsibility by dis¬ 
claiming it. In fact, the statement might be interpreted to mean that the 
accountant is suspicious of the title but did nothing to confirm those suspi¬ 
cions. The auditor normally is not supposed to examine public records; but 
in a case of this nature the auditor could (a) obtain confirmation of title 
from the company’s attorney; ( b ) inspect tax bills for description and indi¬ 
cation of ownership; ( c ) examine cash disbursements records for tax pay¬ 
ments, partial payments on mortgages, repairs to structures, and rent pay¬ 
ments; and ( d) analyze the Interest Expense account. If he follows these 
procedures, he should have a fairly conclusive idea of the ownership of the 
land. 

A Brief History of the Short-Form Report 

Because of changing circumstances over the years, frequent alterations 
have been made in the short-form report or certificate. Prior to 1917 there 
was no uniformity in short-form reports—then commonly called "certifi¬ 
cates”—issued by independent public accountants. This statement is not to 
be interpreted to mean that the certificates were inadequate; it simply means 
that there was no uniformity of content. 

In April, 1917, the Federal Reserve Board issued a bulletin entitled Uni¬ 
form Accounting, In this bulletin the Board made the following reference 
to certificates: 

The balance sheet and certificate should be connected with the accounts in such 
a way to insure that they shall be used only conjointly. This rule applies also 
to any report or memorandum containing any reservations as to the auditor’s re¬ 
sponsibility; any qualification as to the accounts, or any reference to facts ma¬ 
terially affecting the financial position of the concern. 

The certificate should be as short and concise as possible, consistent with a 
correct statement of the facts, and if qualifications are necessary, the auditor must 
state them in a clear and concise manner. 

If the auditor is satisfied that his audit has been complete and conforms to 
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the general instructions of the Federal Reserve Board, and that the balance sheet 
and profit and loss statement are correct, or that any minor qualifications are fully 
covered by the footnotes on the balance sheet, the [form shown in Illustration 85] 
is proper. 

Illustration 85 
REPORT OF 1917 

I have audited the accounts of Blank and Company for the period from_ 

to-, and I certify that the above balance sheet and statement of profit and 

loss have been made in accordance with the plan suggested and advised by the Federal 
Reserve Board and in my opinion set forth the financial condition of the firm at 
_and the results of its operations for the period. 

(Signed) A. B. C. 

As early as 1917, recognition was given to systems of internal control 
and their effect of making a testing program permissive, as indicated in the 
original bulletin, Uniform Accounting. Thus, in the two quoted certificates 
(Illustrations 85 and 86), there is no reference made to a detailed audit or 
the lack of it; the assumption was that if the suggestions of the Federal Re¬ 
serve Board were followed, and if the auditor was satisfied with the results 
obtained, additional scope comment was not necessary. 

In 1929 the Federal Reserve Board issued a bulletin entitled Verification 
of Financial Statements, in which the following statement was made: "If 
the auditor is convinced that his examination has been adequate and in con¬ 
formity with these general instructions, that the balance sheet and profit 
and loss statement are correct, and that any minor qualifications are fully 
stated, the [form shown in Illustration 86] may be used.’* 

Illustration 86 
REPORT OF 1929 

I have examined the accounts of - Company for the period from 

- to- 

I certify that the accompanying balance sheet and statement of profit and loss, in my 

opinion, set forth the financial condition of the company at - and the 

results of operations for the period. 

It is to be noted that the scope paragraph of Illustration 86 is extremely 
limited. In the opinion section, there is no reference to the fairness of pres¬ 
entation. 

In 1932 the Special Committee on Cooperation with Stock Exchanges 
of the American Institute of Accountants worked with the Committee on 
Stock List of the New York Stock Exchange in an effort to improve the an¬ 
nual reports of listed corporations and to effect "a change in the form of 
the audit certificate so that the auditors would specifically report to the 
shareholders whether the accounts as presented were properly prepared in 
accordance with the methods of accounting regularly employed by the com¬ 
pany.” 

As of July 1, 1933, the New York Stock Exchange required that all list¬ 
ing applications be accompanied by the certificate of an independent public 
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accountant as to the correctness of the financial statements .for the most 
recent fiscal year and for each future fiscal year. At December 31, 1933, the 
Institute's Special Committee on Cooperation with Stock Exchanges sub¬ 
mitted to the New York Stock Exchange the short-form report shown in 
Illustration 87. In January, 1936, when Examination of Financial State¬ 
ments was revised, the Institute recommended the use of the same form. 

Illustration 87 
REPORT OF 1933 

We have made an examination □£ the balance sheet of the XYZ Company as at De¬ 
cember 31, 1933, and of the statement of income and surplus for the year 1933. In con¬ 
nection therewith we examined or tested accounting records of the Company and other 
supporting evidence and obtained information and explanations from officers and em¬ 
ployees of the Company; we also made a general review of the accounting methods and 
of the operating and income accounts for the year, but we did not make a detailed audit 
of the transactions. 

In our opinion, based upon such examination, the accompanying balance sheet and 
related statement of income and surplus fairly present, in accordance with accepted prin¬ 
ciples of accounting consistently maintained by the Company during the year under re¬ 
view, its position at December 31, 1933, and the results of its operations for the year. 

The report shown in Illustration 87 includes a rather comprehensive 
scope paragraph. In the opinion section the word "to certify” does not ap¬ 
pear, because of its association with the word "warranty.” The concept of 
fair presentation also is introduced; and it is to be noted that the idea of 
consistent maintenance of the accounting records during the year under re¬ 
view is introduced, together with reference to accepted accounting prin¬ 
ciples. 

On October 18, 1939, Statements on Auditing Procedure, No. 1, was 
issued, entitled "Extensions of Auditing Procedure.” This statement dealt 
with the examination of inventories, the examination of receivables, the ap¬ 
pointment of independent certified public accountants, and the form of the 
report. The certificate was changed to the form shown in Illustration 88. 


Illustration 88 
REPORT OF 1939 

To the Board of Directors (or Stockholders) of the XYZ Company 

Wc have examined the balance sheet of the XYZ Company as of April 30, 1939, and 
the statements of income and surplus for the year then ended, have reviewed the system 
of internal control and the accounting procedures of the company and, without making a 
detailed audit of the transactions, have examined or tested accounting records of the com¬ 
pany and other supporting evidence, by methods and to the extent we deemed appropriate. 

In our opinion, the accompanying balance sheet and related statements of income and 
surplus present fairly the position of the XYZ Company at April 30, 1939, and the re¬ 
sults of its operations for the fiscal year, in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding year. 

In Illustration 88, as compared with the certificate shown in Illustration 
87, internal control was mentioned; the statement pertaining to internal 
control was retained to emphasize sampling; the reference to obtaining in- 
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formation from officers and employees was omitted, since it was super¬ 
fluous. In the opinion paragraph the phrase "based upon such examination” 
was omitted because it would be impossible to render an opinion if a proper 
examination was not made; consistency of the application of accounting 
principles with those of the preceding year was introduced, because compa¬ 
rability of results could then be secured. 

Bulletin No. 1 also contains the following statement, which merits note: 
"It is worthy of repetition and emphasis that, while the proposed form is 
submitted as a standard, it is not prescribed or recommended for invariable 
use but should be adapted to the needs of the particular case.” 

Following certain events in 1939, the Securities and Exchange Commis¬ 
sion proceeded to study accountants’ reports and on February 5, 1941, an¬ 
nounced certain amendments to Rules 2-02 and 3-07 of Regulation S-X. 
(See p. 664, "Report Requirements of the Securities and Exchange Com¬ 
mission.”) On February 14, 1941, the American Institute of Accountants 
changed the certificate to the form shown in Illustration 89- The italicized 
sentence is new. This change was set forth in Statements on Auditing Pro¬ 
cedure, No. 5, and was pursuant to Rule 2-02 of Regulation S-X. 

Illustration 8 l J 
REPORT OF 1941 

We have examined the balance sheet of the XYZ Company as of February 2B, 1941, 
and the statements of income and surplus for the fiscal year then ended, have reviewed the 
system of internal control and the accounting procedures of the company and, without 
making a detailed audit of the transactions, have examined or tested accounting records of 
the company and other supporting evidence, by methods and tD the extent we deemeu 
appropriate. Our examination wa\ made in accordance with generally accepted auditing 
standards applicable in the circum\tances and included all procedures which we considered 
necessary. 

In our opinion, the accompanying balance sheet and related statements of income and 
surplus present fairly the position of the XYZ Company at February 28, 1941, and the 
results of its operations for the fiscal year, in conformity with generally accepted account¬ 
ing principles applied on a basis consistent with that of the preceding year. 

In Illustration 89 the addition of the last sentence to the scope paragraph 
is an unqualified statement of the professional conduct of the audit; it does 
not mean that all audits follow the same procedures or that all accountants 
would employ the same techniques of conduct for the same engagement. 

In 1944 the certificate was simplified, and the form shown in Illustra¬ 
tion 88 was again adopted. The simplification consisted of the elimination 
of reference to the review of the system of internal control, elimination of 
reference to the accounting procedures, and the elimination of the statement 
"by methods and to the extent we deemed appropriate.” These statements 
were considered superfluous (and they really are on a par with stating that 
"in order to prepare a bank reconciliation, outstanding cheques were taken 
into consideration”). The eliminations were on the proper basis that, if 
these examination scopes were not included, an unqualified opinion could 
not be rendered. 
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In September, 1948, the certificate was changed to the form shown in 
Illustration 81. These changes were made in order to correct the incon¬ 
sistent expression relating to auditing standards applicable in the circum¬ 
stances and to remove all reference to the examination of the system of in¬ 
ternal control, because one of the auditing standards includes the study of 
such systems. 

Report Requirements of the Securities and Exchange Commission 

On February 5, 1941, and in December, 1950, the Securities and Exchange 
Commission revised its rules applicable to accountants’ certificates and estab¬ 
lished the following requirements therefor: 

Rule 2-02. Accountants’ Certificates 

a) Technical requirements 

The accountant’s certificate shall be dated, shall be signed manually, and shall 
identify without detailed enumeration the financial statements covered by the cer¬ 
tificate. 

b) Representations as to the audit 

The accountant’s certificate (i) shall contain a reasonably comprehensive 
statement as to the scope of the audit made including, if with respect to sig¬ 
nificant items in the financial statements any auditing procedures generally rec¬ 
ognized as normal have been omitted, a specific designation of such procedures 
and of the reasons for their omission; (ii) shall stare whether the audit was 
made in accordance with generally accepted auditing standards applicable in the 
circumstances; and (iii) shall state whether the audit made omitted any pro¬ 
cedure deemed necessary by the accountant under the circumstances of the par¬ 
ticular case. 

In determining the scope of the audit necessary, appropriate consideration 
shall be given to the adequacy of the system of internal check and control. Due 
weight may be given to an internal system of audit regularly maintained by means 
of auditors employed on the registrant’s own staff. The accountant shall review 
the accounting procedures followed by the person or persons whose statements 
are certified and by appropriate measures shall satisfy himself that such account¬ 
ing procedures are in fact being followed. 

Nothing in this rule shall be construed to imply authority for the omission 
of any procedure which independent accountants would ordinarily employ in 
the course of an audit made for the purpose of expressing the opinions required 
by paragraph ( c) of this rule. 

c) Opinions to be expressed 

The accountant’s certificate shall state clearly: 

(i) the opinion of the accountant in respect of the financial statements cov¬ 
ered by the certificate and the accounting principles and practices reflected 
therein; 

(ii) the opinion of the accountant as to any changes in accounting principles 
or practices, or adjustments of the accounts, required to be set forth by 
rule 3-07; and 
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(iii) the nature of, and the opinion of the accountant as to, any significant dif¬ 
ferences between the accounting principles and practices reflected in the 
financial statements and those reflected in the accounts after the entry of 
adjustments for the period under review. 

d) Exceptions 

Any matters to which the accountant takes exception shall be clearly identi¬ 
fied, the exception thereto specifically and clearly stated, and, to the extent prac¬ 
ticable, the effect of each such exception on the related financial statements given. 

Rule 3-07. Changes in Accounting Principles and Practices 

If any significant change in accounting principle or practice, or any signif¬ 
icant retroactive adjustment of the accounts of prior years, has been made at the 
beginning of or during any period covered by the profit-and-loss statements 
filed, a statement thereof shall be given in a note to the appropriate statement, 
and, if the change or adjustment substantially affects proper comparison with the 
preceding fiscal period, the necessary explanation. 

At this point, it is to be noted that in Statements on Auditing Procedure, 
No. 6, the following is set forth: 

Auditing standards may be regarded as the underlying principles of auditing 
which control the nature and extent of the evidence to be obtained by means of 
auditing procedures. 

The term "generally accepted auditing standards applicable in the circum¬ 
stances’ does not imply a representation that in the particular case all procedures 
were followed which would be followed in the majority of all cases. It rather 
implies evidence which accountants generally would consider adequate in the 
particular circumstances. 

Although the italicized statement does not appear in the 1948 report re¬ 
vision, its implication is always present. 

The requirements of the Commission relieve the auditor of no responsi¬ 
bility, but they do recognize that the finding of liability on the part of the 
accountant under the act may be affected by the scope of the audit. Thus, 
the representations of the accountant must be free both of negligence and 
of fraud. Therefore, under the act, if the accountant is innocently negligent 
and not guilty of fraud, his liabilities are as great as if he had knowingly 
misrepresented a financial condition. However, in order to defend himself 
on a charge of misrepresentation under the act, the accountant must not 
stop at proving that he had, after reasonable investigation, reasonable 
ground to believe that the registrant’s financial statements were true—that 
he was free from negligence; he must also show that he believed his repre¬ 
sentations were true, the effect of which would be to establish that he was 
not conscious of misrepresentation at the time of making the report and 
therefore was not guilty of fraud. After the accountant proves that he was 
not negligent—that is, that he had reasonable ground to believe that his 
representations were true—it would generally be easy to show that he be- 
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lieved his representations were true and that he was therefore innocent of 
fraud. 

We see that the Securities and Exchange Commission (a) makes a dis¬ 
tinction between fundamental auditing standards and their methods of 
application, ( b ) directs certain recommendations to the assurance of the 
observation of acceptable auditing standards, ( c) leaves with the accounting 
profession the determination of the auditing standards, and ( d ) recognizes 
varying applications of auditing procedures in conformity with the circum¬ 
stances of each case. 

Standard No. 29 

Based upon the auditing procedures set forth and developed in this 
chapter, the following American Institute of Accountants standard for re¬ 
porting is presented: 

No. 29. a) The report shall state whether the financial statements are 
presented in accordance with generally accepted principles of accounting. 

b ) The report shall state whether such principles have been consistently 
observed in the current period in relation to the preceding period. 

c) Informative disclosures in the financial statements are to be regarded 
as reasonably adequate unless otherwise stated in the report. 

QUE5TION5 AND PROBLEM5 

1. State the effect of each of the following conditions on the auditor’s reports 
or certificates: 

a) Accounts receivable are significant in amount. The client refused to per¬ 
mit their confirmation by direct correspondence, and no other satisfac¬ 
tory means of establishing the substantial correctness of the total were 
available. 

b) The client refused to permit you to examine the minutes of board of 
directors’ meetings. 

c) The client has an account receivable, substantial in amount, from a 
wholly-owned subsidiary. The company has expressed its willingness to 
request the subsidiary to confirm the amount of its indebtedness directly 
to you. However, you were refused access to the books and records of the 
subsidiary. 

(A.IA.) 

2. Should an unqualified opinion be rendered as to the financial statements of 
a corporation which showed ( a ) treasury stock classified as an investment 
asset, (b) dividends on treasury stock as other income, and (c) profit on the 
sale of treasury stock as other income? 

3. A client maintains throughout the country several branch sales offices, where 
practically all accounts receivable ledgers are kept. Accounts receivable rep¬ 
resent a significant proportion of the total assets of the concern. An internal 
auditing staff regularly examines the branch office accounts and circularizes 
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the receivables. All other accounts can be satisfactorily examined at the head 
office. 

The concern is well managed. Its accounts in the past have been con¬ 
servatively stated; and, from the work done at the head office, there is no 
reason to question the accuracy and completeness of the reports of the in¬ 
ternal auditors. The client proposes that you limit your examination to the 
head office records and rely on the internal auditors’ reports as to the accounts 
receivable maintained at the branches. 

State in what way you would amend the standard short-form report or 
certificate in this case, and give reasons for any amendment. 

(A.I.A.) 

4. Criticize the following short report from the standpoint of (a) the adequacy 
and propriety of the report and ( b) the liability of the accountant. 

We have examined the accounts d! the ABC Company for the vear ended December 
31, 1951, and hereby certify that the accompanying balance sheet is in accordance 
therewith. We further certify that the statement, in our opinion, truly and correctly 
presents the financial condition of the company at December 31, 1951. 

5. During the audit of the records of the Gable Company for the year ended 
December 31, 1951, the following resolution appears in the Minutes Book 
of the directors for the December, 1951, meeting: 

As of January 1, 1952, fixed tangible asset values are to be reduced 20 per cent; re¬ 
lated depreciation reserves are to be reduced in the same ratio; Retained Income is to 
be charged with the net devaluation. This resolution is based upon the report of the 
Ritup Appraisal Company. 

In the annual report to the stockholders for the year ended December M, 
1951, the president will refer to the proposed devaluation. 

a) How would you treat this matter in your 1951 financial statements and 
audit report? 

b) In 1952 and 1953, how would you deal with the situation? 

6. On January 1, 1951, the Tallant Company sold its 6,000 shares of authorized 
capital stock of $100 par value for $600,000 cash. On the same day the 
corporation acquired the following assets for cash: 


Raw material inventory.$100,000 

Land . 50,000 

Buildings . 250,000 

Machinery and equipment . 150,000 

$550,000 


Land, buildings, and machinery and equipment were correctly priced. The 
corporation is under contract to acquire its raw materials from one source for 
as long as either the supplier or the customer (Tallant Company) remains 
in operation. As a consideration for the contract the supplier made a "once- 
only” concession of 50 per cent in the price of the opening inventory; the 
effect was that the Tallant Company received $200,000 of inventory at a 
cost of $100,000. The inventory acquired represents a minimum amount be¬ 
low which the base stock of inventory should not fall. 
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At March 31, 1951, the following balance sheet of the Tallant Company 
was prepared from the books: 


ASSETS 

Cash .$ 20,000 

Accouncs receivable, net . 30,000 

Raw material inventory, at contract price . 203,000 

Land . 50,000 

Buildings, net . 249,500 

Machinery and equipment, net . 140,500 


$695,000 

LIABILITIES AND CAPITAL 


Liabilities 0 

Common stock $600,000 

Retained income . 95,000 

$695,000 


a) What adjustments should be made to the latter balance sheet? 

b) To what extent does the balance sheet, after adjustment, call for modifi¬ 
cation within the short form of accountants' report.' 

Give at least two solutions. All audit requirements were satisfactorily 
fulfilled. Taxes need not be considered. 

(A I A , adapted) 

7. What are the three principal purposes of the short-form audit report? 

8. A mercantile corporation has consistently valued its inventories on the basis 
of cost or market, whichever is lower At the close of the year under ex¬ 
amination, it changed from the Flfo to the Lifo method of determining cost 
As a result of the change, the net income and the federal income taxes have 
been substantially reduced 

How should the change be disclosed in the auditor’s report? 

(AIA.) 

9. After examining the following report, (a) criticize it fully, giving reasons 
for your criticisms, and {b) write a corrected report. 

To the Board of Directors of the ABC Corporation 

We have examined the accounts of the ABC Corporation for the year ended 
March 31, 1951 We have examined and tested the accounts and records of the 
company and reviewed the accounting methods in operation We have examined the 
report submitted by X and Y, chartered accountants, who have audited the subsidiary 
corporation of Toronto, Canada 

The president certified the inventories as being valued at the lower of cost or 
market We verified inventory summary computations for clerical accuracy Accounts 
receivable were not confirmed All liabilities have been included in accordance with 
the accounting records. The accounting principles and practices followed by the 
company are in accordance with commonly accepted principles and procedures for 
the industry and have been consistently maintained during the year. 

In our opinion, the accompanying consolidated balance sheet and related con¬ 
solidated statement of income correctly present the financial condition of the corpora¬ 
tion at March 31, 1950, and the results of operation for the fiscal year then ended. 

In your solution, predicate your answers on the following assumptions: 

a) Inventories and receivables are material in amount. 
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b ) The report is not to accompany financial statements to be filed with 
the Securities and Exchange Commission as a part of a registration statement. 

c) The organization is not large enough to have an effective system of 
internal control. 

d) An expanded scope of audit was followed because no reliance was 
placed on internal control. 

(A.I.A., adapted) 

10. An examination of the financial statements of Blank & Company has been 
undertaken; but, at the request of the management, any confirmation of re¬ 
ceivables is to be omitted. This exception is considered sufficiently material 
to negative the expression of an opinion as to the fairness of the financial 
statements as a whole. It is proposed that the following report be issued. 
Is the opinion that is expressed proper? 

We have examined the balance sheet nf Blank St Company as of March 31, 1951, 
and the sratement of income and retained income for the year then ended; have reviewed 
the accounting procedures of the company; and, without making a detailed audit of the 
transactions, have examined or tested au_nunting records nf the company and other 
supporting evidence, by methods and to the extent we deemed appropriate. Our 
examination was made in accordance with generally accepted auditing standards ap¬ 
plicable in the circumstances and included all procedures which we considered neces¬ 
sary except that, at the request of the management, requests for confirmation of 
accounts receivable were not sent by us to any of the debtors. 

We can express no opinion with respect tD the financial statements as a whole. 
However, all items appearing on the accompanying balance sheet of Blank & Com¬ 
pany at March 31, 1951, and related statement of income and retained income for the 
year then ended, which are not affected by the correctness of the accounrs receivable, are, 
in our opinion, fairly presented in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding year. 

11. What ethical considerations should be borne in mind when a certificate is 
drafted? 

12. The following statement appears in an audit report; "Fixed tangible assets 
are valued at gross appraisals as indicated by the American Appraisal Com¬ 
pany, and depreciation on the fixed tangible assets is charged into operations 
on the basis of the cost plus appraisal of the assets.” 

a) What is the full meaning of the sentence? 

b) In which balance sheet items would you be particularly interested and 

desire full information after reading the quotation? 

13. Is is possible to qualify an audit report without invalidating the financial 
statements at the same time? 

14. Assume that an accountant was denied an examination of the Minutes Book 
of the board of directors of a corporation whose records he was auditing. 
Should he refuse to sign {a) an unqualified certificate or (b) a qualified 
certificate? 

15. You have audited the records of the Sioux City Company for the year ended 
December 31, 1951. As a result of the audit the general ledger account bal¬ 
ances of the company at that date, after closing, were as follows: 
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Debits Credits 

Cash on hand and in bank.$ 10,300 

Accounts receivable . 15,500 

Inventories . 30,000 

Land . 20,000 

Buildings, at cost . 40,000 

Reserve for depreciation of buildings . $ 5,000 

Equipment, at cost . 60,000 

Reserve for depreciation of equipment. 25,000 

Goodwill . 10,000 

Accounts payable .. 11,000 

Notes payable . 20,000 

Mortgage payable . 25,000 

Preferred stock . 25,000 

Common stock . 50,000 

Retained income . 25,000 


$186,000 $186,000 


The common stock of the company—1,000 shares; stated and paid-in 
value per share, $50—is owned by A. B. Pack and C. D. Pack (500 shares 
each). The preferred stock—250 shares, par $100—is owned as follows: 
E. F. Pack, 100 shares; R. A. Phillips, 100 shares; S. T. Perkins, 25 shares; 
and R. Greenberg, 25 shares. This stock is a $6.00 cumulative issue, and 
dividends have been declared and paid in full. The mortgage carries a rate 
of 5 per cent and is held by E. F. Pack. Interest has been paid in full to date. 
The company notes represent a seasonal borrowing at Sioux City Bank, made 
on December 31, 1950. 

Influenced particularly by the high level of corporate taxes—and based 
upon your suggestions—the directors of the company have for some time 
been giving consideration to the possibility of dissolving the corporation and 
continuing in business as a partnership. As of January 1, 1952, this plan is 
carried into effect; a partnership is formed under the same name as that of 
the present company by A. B. Pack, C. D. Pack, and E. F. Pack, equal partners. 

In accordance with your recommendations, the reorganization will proceed 
as follows: 

1. Bad debts are written off in an amount of $4,000; in addition, $1,000 is pro¬ 
vided as a reserve against doubtful accounts. 

2. The land is taken over at the estimated fair market value d! $22,000. 

3. The corporation borrows $4,000 in cash from each member of the firm for 30 
days, giving the company’s note in each case at 6 per cent. 

4. The corporation redeems the preferred stockholdings of Phillips, Pickens, and 
Greenberg at the call price of $110 per share. 

5. A. B. Pack and C. D. Pack assign their stockholdings to the firm; E. F. Pack 
transfers his holding of the preferred stock and the mortgage on corporate real 
estate to the firm. The firm places a value of $11,000 on the preferred shares and 
$72,000 on the common shares. 

6. The firm buys all the assets and business of the corporation at the adjusted book 
values. 

7. The firm pays by assuming all corporate obligations as shown by the company’s 
books and by delivering the outstanding stock certificates, the mortgage, and the 
partners’ notes. 

8. The partners’ notes are canceled, their amounts being treated as contributed firm 
capital. 

9- The corporation is dissolved. 
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From the foregoing information, prepare the following: ( a) entries to 
record the transactions before the transfer to the partnership as of January 1, 
1952; ( b) entries transferring the assets and liabilities of the corporation 
to the partnership; and (c) a working sheet which concludes with the Jan¬ 
uary 1,1952, balance sheet of the partnership. 

Based upon the examination of the records of the Sioux City Company 
and the entries that you, as auditor, render to convert from a corporation to 
a partnership, prepare the following: (a) a short report of your examination 
for the year ended December 31, 1951, involving an opinion of the final 
corporation balance sheet only; and ( b) a short report concerning the con¬ 
version to the partnership. 

(A.I.A., adapted) 



* 

THE LONG-FORM AUDIT REPORT 


General Discussion 

This chapter will consider the long-form or detailed audit report submitted 
to the client but normally not submitted to stockholders or others, unless 
they are the client. The short-form report of Chapter 25 constitutes the en¬ 
tire report if a detailed report is not submitted. The long-form audit report 
is presented in addition to or in lieu of the short-form report. The long-form 
audit report states the scope of the examination, contains comments on the 
various sections and details of the financial statements and on other account¬ 
ing and financial matters of interest to the client. The long-form audit report 
normally should conclude with the opinion; if the opinion is not included, it 
should be separately presented in an accompanying instrument. An opinion 
is not rendered if the scope is limited, if the report is the result of a special 
examination, or if the report is the result of a survey. 

Since the audit report is the tangible terminal result of an examination, 
it must be realized that the auditing procedures followed preparatory to the 
execution of the report have been based upon auditing standards appli¬ 
cable in the circumstances, as detailed in the preceding chapters of this 
book. 

After the audit field work has been completed, and after the working 
papers have been reviewed and the financial statements prepared, the audit 
report is drafted. In reviewing the working papers, the auditor must be 
certain (a) that they contain all of the information necessary for the audit 
report, ( b) that there are no mathematical errors, (c) that there are no 
errors in the application of accounting principles, (d) that figures in sup¬ 
porting schedules agree with those of leading schedules, (e) that all work¬ 
ing papers are completely indexed and cross-indexed, (/) that each working 
paper contains a full statement of the work performed, and (g) that each 
working paper has been dated and signed. 

The report should be prepared promptly at the close of the audit, since 
delay in preparation normally will tend to dim the memory of the auditor 
and consequently will have an adverse effect upon the report. In addition, 
events subsequent to the closing of the field work might have an effect on 
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the report. If considerable time has elapsed between the completion of the 
audit and the submission of the report, the client naturally will have lost 
some of his interest—justifiably, for possibilities of controlling unsatisfac¬ 
tory conditions may have passed because of the lapse of time. 

In the report the auditor must bear the client in mind and must remem¬ 
ber that the client is the person who will read and understand—or not un¬ 
derstand—the report. The audit procedures followed in connection with the 
examination should be de-emphasized or kept at a minimum in the report. 
The client is more interested in the discoveries and comments of the auditor 
than in a recital of the detailed verification procedures followed, of the way 
the auditor spent his time, and of the difficulties encountered. The standard 
scope section has already indicated that the examination has been con¬ 
ducted in accordance with generally accepted auditing standards. 

The audit report is one of the most important phases of the work, and 
the greatest service is rendered by the auditor through his report; in this 
connection, he is of real value to the client. To be of service, the auditor 
must use the utmost care in the compilation, drafting, and rendition of re¬ 
port material. 

Reports may be long or short, depending on several conditions. The 
client may desire a long report which he can study and peruse during the 
succeeding year, or he may be interested only in a brief report. The examina¬ 
tion might not be a complete audit but only an examination of some particu¬ 
lar section of the records, in which case the report may be relatively brief. 
Another factor determining the size of the report is the purpose of its 
preparation. If the report is for managerial guidance, many details .vith 
which the management is familiar may be omitted; also, for managerial 
purposes, there might be added much material which would be omitted 
from a report to outsiders. If a report is for the stockholders, details may be 
vital or not, depending upon the primary purpose of the examination. If the 
report is for prospective stockholders or for credit-extension purposes, de¬ 
tails may be quite voluminous. 

In any situation, everything should be included in the report that is rele¬ 
vant to the particular audit under consideration. No attempt should be made 
to shorten unnecessarily the text of the report, and no attempt should be 
made to include text detail of an inconsequential nature. Also, the auditor 
must learn to discriminate between necessary and unnecessary statements, 
statistics, and pictorial presentations. It is impossible, of course, to formulate 
hard and fast rules for report writing; each report must be written from the 
standpoint of the exigencies of the particular situation. 

Report Confenfs 

The contents and arrangement of the long-form report may be as indi¬ 
cated below. Arrangements B, C, and D are alternatives to arrangement A. 
Other effective arrangements are possible. The discussion in the following 
sections adheres to arrangement A. 
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Order of Items for Arrangement A 

B 

C 

D 

1 Table of contents 

1 

X 

1 

2. Introduction and scope 

2 

1 

2 

3 List of exhibits 

X 

X 

X 

4 Comments on financial statements 

3 

2 

4 

5- Conclusion . . 

X 

X 

5 

6. Opinion 

5 

3 

6 

7. Financial statements and schedules 

4 

4 

3 


Table of Contents 

If a short-form certification is submitted, with or without comments in¬ 
serted between the scope and the opinion sections, a table of contents is not 
prepared; but if a long-form report is rendered, a table of contents should 
be prepared, no matter how brief or how voluminous the report in total. 

Introduction and Scope 

The purpose of the introductory section of the audit report is to set forth 
the name of the company whose records were examined, the period of the 
audit, the scope of the audit, the nature and purpose of the examination, and 
the nature of any limitations placed on the examination. Care should be ex¬ 
ercised in the preparation of the introduction, since it defines and delimits 
the extent of the responsibility of the auditor. Reports 1, 2, and 3, appearing 
later in this chapter (pp. 684, 691, and 693), should be examined. 

Comments on Financial Statements 

The text, or comments section of the report, causes the major difficulty 
for most auditors. It is the section by which the ability of the accountant can 
be judged by the client. The text is simply a narrative and statistical expan¬ 
sion and elaboration of the presented financial statements, the data within 
the statements, and collateral information pertaining to the statements 
which was obtained during the course of the examination. As the audit pro¬ 
gresses, the accountant should prepare copious notes pertaining to all mat¬ 
ters upon which he desires to comment; if he does this, the work on the 
report is greatly facilitated. Regardless of the excellence of the auditor’s 
memory, it is impossible for him to remember every item which should be 
placed in the report. 

The text, since it is the long and important section of the report, may be 
divided on different bases, depending upon the nature and the purpose of 
the engagement. As far as this arrangement is concerned, a text section 
might contain, for example, (a) a brief history of the organization, if the 
audit is a first engagement, or if the report is for prospective investors; (*) 
a discussion of operating results, in which all important changes, their 
causes, and results are elucidated; (c) a discussion of all important percent¬ 
age changes and dollar changes, tabulated and discussed both for the bal- 
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ance sheet and for the income statement; ( d ) a discussion of the balance 
sheet items; and ( e ) a general discussion of points of interest, comments, 
and recommendations. 

Other accountants arrange the text of the report by starting with a dis¬ 
cussion of the most important items, regardless of their nature. Others fol¬ 
low the arrangement of the balance sheet and the income statement, re¬ 
gardless of the relative importance of the various items. Others arrange the 
comments section of a report on the basis of the three general types of com¬ 
ments: ( a) verification and procedural comments, ( b ) qualification com¬ 
ments, and (c) discussional comments of a general nature and of interest to 
the client. 

Procedural Comments. Procedural comments should be minimized; 
however, when they are included, they might be arranged as indicated on 
the following pages. Appropriate discussional comment concerning each 
item should follow each procedural comment. Some clients desire more 
verification and procedural comments than others; usually, the smaller the 
client, the greater the detail of procedural comments. When procedural com¬ 
ments are placed in the report, a description of the method of verification for 
each item commented upon should be briefly included. For example, it is 
much better to say that "the cash on hand was counted, and the cash in the 
banks was reconciled with the bank certificates,” than it is to say that "the 
cash on hand was counted at 9- 15 A.M., July 1, 1951, and was found correct; 
bank certificates were obtained from the depositaries, and the Cash accounts 
were satisfactorily reconciled with the bank statements.” Of course, it is im¬ 
possible to alter a person’s innate general style of writing; and procedural 
comments should not be curtailed to the point of becoming meaningless. 
Under no condition should the auditor allow even the slightest misunder¬ 
standing of the work performed to enter the report. A few illustrative com¬ 
ments on operations and on balance sheet items follow at this point. 

Sales 

Sales records were audited in detail for three months and were inspected and 
tested for remaining months of the year. Sales invoices were inspected for prices, 
extensions, and footings; were vouched to the sales records, the accounts re¬ 
ceivable ledger accounts, the inventory records, and the cash books; and were 
compared with shipping department records. Sales records were footed for the 
year, and the footings were traced to the classified sales accounts. We did not foot 
subsidiary ledger accounts. 

Expenses 

All expenses for three months were audited in detail. All expenses for the 
remainder of the year were inspected. Vouchers were checked against the original 
invoices, the Voucher Register, and the cash disbursements records; paid cheques 
were inspected and traced to the Cheque Register for the three months of the 
detailed audit. 
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Balance Sheet Items Cash 

Cash in the banks was verified by obtaining independently requested bank 
certificates and reconciling the balances according to the banks with rhe ledger 
account balances Cash on hand was verified by count Four bank accounts are 
maintained, only three of which are actively used, the account with the Blank 
Bank has not been active for two years 

Accounts Receivable 

Accounts receivable were verified by direct circularization We mailed con 
firmation requests to 100 per cent of the customers, representing $255,000 of 
trade accounts receivable, and received replies from 72 per cent of the customers, 
involving $216,750 of accounts receivable, a second request for confirmation was 
not sent 

Ninety nine per cent of the accounts receivable balance is considered collecti 
ble, and, in our opinion, the allowance for uncollectible accounts is adequate in 
view of the current condition of the accounts and the col ection experience of 
the company The accounts receivable aging schedule appears in this report 
There are no unusually large amounts due from any one customer 

Investments 

We examined the bonds and stock certificates owned by the company and 
held in the safety deposit vaults of the First National Bank Securities pledged 
as loan collateral were verified by correspondence with the lending banks Tern 
porary investments are priced at the lower of cost or market, and permanent in 
vestments are priced at cost In all cases, cost is lower than current market price 
as shown in the balance sheet All purchases and sales of investment securities 
made during the current year were completely vouched 

Inventories 

Inventories were verified as follows As to quantities, we verified all inven 
tones by physical tests considered adequate As to prices, we compared cost with 
the latest available market quotations, all items were priced at the lower of cost 
or market As to clerical accuracy, we verified extensions and footings on all 
inventory sheets and classified summaries 

The turnover of inventory for 1951 is 5 5 times, at December 31, 1951, the 
inventory represents manufacturing requirements for two months 

Prepaid Expenses 

All items are properly computed and are shown in the balance sheet in ac¬ 
cordance with accepted accounting practice 

An examination of the insurance policies shows that the company is protected 
for all casualty risks with respect to buildings, equipment, and inventories to the 
exrent of 95 per cent of the fair cash value Inside robbery and messenger in¬ 
surance is not carried, we particularly recommend the acquisition of these two 
types of insurance coverage because material amounts of cash are on the premises 
and because large amounts for deposit are carried to the bank daily by an em 
ployee of the company 
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Liabilities 

The treasurer has rendered us his certification affirming the inclusion of all 
liabilities. To the best of our ability to ascertain, all liabilities are included in the 
balance sheet; and there are no unusual liabilities and no contingent liabilities 
in existence at December 31, 1951. 

Capital Stock and Other Permanent Capital Contributions 

The authorized capital stock was increased from 1,000 shares to 2,000 shares 
on April 1, 1951. On April 10, 1951, the entire additional block of 1,000 shares 
was sold for $110 per share or a total of $110,000. The $10,000 premium was 
credited to Paid-In Capital, thus giving rise to that account, which appears in 
the balance sheet for the first time. 

Disctissional Comments. Discussional comments of interest to the client 
are among the important comments in the audit report text. All criticisms 
must be constructive. Financial and operating ratios should be profusely 
used. These are interesting and vitalizing when correctly interpreted and dis¬ 
cussed and are valuable to the auditor and to the client. Several ratios, turn¬ 
overs, and cost apportionments which are used are {a) the current or work¬ 
ing capital ratio; ( b ) the percentage of each class of assets to the total net 
assets; (c) the percentage of current liabilities, fixed liabilities, and pro¬ 
prietorship to the sum of the liabilities and proprietorship (how the capital 
is invested); ( d ) the ratio of proprietorship to total liabilities; ( e ) the turn¬ 
over of total net tangible assets; (/) the net working capital represented by 
inventory; (g) the turnover of inventory; ( h ) the turnover of accoums re¬ 
ceivable or the number of days’ sales in accounts receivable; (/) the per¬ 
centage of net operating profit to net sales; (;) the percentage of net profit 
to net sales; ( k ) the percentage of net operating profit to total assets, net, at 
the end of the year; (/) the percentage of net operating profit to total 
tangible proprietorship; ( m ) the percentage of net profit after federal taxes 
to total tangible proprietorship; ( n ) the net profit, after federal taxes, earned 
per share of common stock; (o) the percentage of net profits left in the 
business; ( p ) manufacturing costs per dollar of net sales; ( q ) gross profit 
per dollar of net sales; (r) selling expenses per dollar of sales; (j) admin¬ 
istrative expenses per dollar of sales; (/) operating profit per dollar of sales; 
and (u) net profit per dollar of sales. There are many other ratios which 
can be used, and many of the aforementioned need not be used in every 
audit. When ratios, turnovers, and percentage figures are used, the dollar 
figures also should be given; and both dollar figures and analysis figures 
should be presented on an annual comparative basis. 

Discussional comments may be divided into many classes, among which 
are comments on (a) dollar increase and decrease, ( b) the accounting sys¬ 
tem, (c) personnel problems, ( d ) insurance coverage, ( e ) cost procedure, 
(/) inventory methods and control (g) production policies and factory or¬ 
ganization, ( b) sales policies, ( i) dividend policies, (;') additional capital 
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requirements, (/&) the general progress of the business, (/) sales and profits, 
( m ) the capital structure, and ( n ) other comments pertinent to the audit. 
The order suggested here may be rearranged to suit the audit. Charts and 
graphs should be used if they serve to illustrate a point. 

Regardless of the particular plan followed in the text section of the audit 
report, the purposes of the presentation are as follows: (a) to summarize, re¬ 
view, and emphasize the important financial facts pertaining to condition 
and to operations; ( b ) to use ratios, graphs, and comparative data to the 
best advantage in order to show trends of financial condition and opera¬ 
tions; (r) ter describe the verification methods used in the audit of the rec¬ 
ords, and to indicate clearly the scope of the audit; ( d) to point out all 
qualifications necessary and the results of the audit; ( e) to advise the client 
of necessary and desirable changes in the accounting procedure; and (/) to 
render an opinion on the financial statements. 

Exceptions 

Exceptions must be clearly stated. An exception must not have the effect 
of indicating that less work has been performed than was necessary to the 
satisfactory conclusion of the audit. 

Conc/usion and Opinion 

The conclusion of the report may consist only of the opinion of the au¬ 
ditor with respect to the financial statements. A note of appreciation to the 
client and to the employees for the co-operation received during the course 
of the audit may precede the opinion. The conclusion should not repeat the 
text material; it should be short and to the point. 

Financial Statements 

The preparation and presentation of the financial statements should be in 
a manner in keeping with the best methods possible under the engagement. 
The financial statements normally prepared are as follows: the balance sheet, 
the statement of retained income, the income statement, the statement of 
cost of goods manufactured and sold, the statement of application of funds, 
and supporting schedules for each statement. In submitting supporting 
schedules, the auditor must be guided by several factors, including (a) the 
purpose of the audit, ( b ) the importance of the data submitted in the sched¬ 
ule, (r) the necessity for the schedule, and ( d ) the value of the schedule 
in emphasizing a point. 

Miscellaneous 

In preparing the report, the auditor should be concise. He is not em¬ 
ployed to write a dissertation; he is employed to audit. Every report should 
be made interesting; this is of prime importance, no matter who the 
client is. 

Many auditors follow a stereotyped form and make all reports exactly 
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alike, regardless of circumstances. They do not distinguish between factual 
material and a conclusion or an opinion. Any opinion or conclusion must 
always be supported by facts. In commenting upon different phases of the 
business, the auditor should ignore mere differences of opinion engendered 
by personal prejudices. Every business has certain points of interest and fas¬ 
cination which offer excellent material for the auditor. He should use lan¬ 
guage that is forceful, clear-cut, and easy to understand. Unimportant details 
should always be omitted, sometimes the distinction between important and 
unimportant details is difficult to make; but study, training, and experience 
in time will have the desired effect. Of details not to be included in the re¬ 
port, the following are typical: trial balances, schedules of accounts receiv¬ 
able, schedules of accounts payable, composition of the cash, a list of 
outstanding cheques, missing vouchers, a list of errors, adjusting entries 
submitted by the auditor, cases of suspected fraud, and trivial defects in the 
accounting system. In making any analysis, the auditor should set forth the 
specific reasons for the analysis. 

If a report is prepared for investment purposes, it should clearly set forth, 
among other data, (a) the amount of the invested capital; ( b ) the sources 
of the capital; (c) fixed annual charges; ( d) all debts, properly classified; 

( e ) the general policy of the company with respect to dividends and the 
reinvestment of earnings; and (/) the history and a complete analysis of the 
Retained Income account and all other capital accounts. 

If a report is prepared for credit purposes, it should show ( a ) current as¬ 
sets which may be readily converted to cash, ( b ) current assets which may 
not be readily converted to cash, ( c ) current liabilities maturing within a 
short time, ( d ) ratios of current assets to current liabilities, (e) pledged and 
secured assets, and (/) contingent liabilities. 

Reviewing the Report. Before the report is typed, it should be thor¬ 
oughly reviewed. In the review of a report, there are many items to be con¬ 
sidered. The reviewer must be certain that the financial statements fairly 
present the financial condition and the results of operations. In order to 
accomplish this, the reviewer must integrate the information in the working 
papers with the data in the report; for example, he must be certain that the 
trade accounts payable shown in the balance sheet are in agreement with 
the total of the balance of the creditors’ accounts as shown in the working 
papers; as another example, he must be certain that contingent liabilities as 
shown in the working papers are properly reflected in the balance sheet or 
as footnotes thereto. Checking of this nature presupposes a complete review 
of the working papers. Reviews of reports should be made by one or more 
partners of the firm. In many cases the report is reviewed with the client 
prior to typing. 

After the report is typed, it must again be reviewed and checked; the re¬ 
view copy should be carefully marked for all corrections to be made. The 
report must be designed and written with the intention of making it used, 
useful, and appreciated. The auditor should have an understanding with his 
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client concerning the use of the comments in the report for quotation pur¬ 
poses by the client. After the report is completed, it should be attractively 
bound. A copy should be preserved, along with the working papers, for the 
permanent file. 

Illustrating the Audit Report. If diagrams and charts are used to illus¬ 
trate a report, the story they unfold must be carefully studied before they 

Illustration 91 

BAR CHART, SHOWING DISTRIBUTION OF REVENUES AND SOURCES OF 
CAPITAL EXPENDITURES AND DIVIDENDS 

GROSS INCOME WAS DISTRIBUTED AS FOLLOWS : 
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$3,332,000,000 
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$56,000,000 

35,000,000 


ADDITIONS TO 
PROPERTIES AND 
REPLACEMENTS 


$529,000,000 


DRAFT ON SAVINGS 

$30,000,000 


are prepared. The purpose of a diagram or a chart is to portray information 
dramatically, attractively, and briefly. Charts and graphs are not used as ex¬ 
tensively as they should be in order to build the most effective reports. If 
used, charts and graphs should be designed so that the meaning is clear and 
so that they need not be interpreted before being useful or understandable. 

For the purposes of the accountant, charts are of several types, as follows: 

1. Area Charts. These take the form of circles or maps (see Illustration 90) 
In the circle chart the entire circle represents a total, or 100 per cent; and 
the various segments represent parts of that total. The circle chart is easily 
adapted to graphic presentation of revenue and expense data. 

2. Bar Chart j. In a single bar chart (see Illustration 91), one bar is used 
for each item in the data to be compared; and the relationship is expressed 







Illustration 92 


COMPONENT PARTS BAR CHART, SHOWING DISTRIBUTION OF 
OWNERSHIP OF COMMON STOCK 


At the close of the year 1949, there were 29,533 holders of the Common and 
Preferred Stocks of the Company, 87.21 of whom were individuals—14,479 
shams women, 9,819 men nnd 1,880 joint ownerships. 



Illustration 93 

LINE CHART, SHOWING INCREASES IN SALES AND IN PROPERTY, 
PLANT, AND EQUIPMENT 
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PICTORIAL BALANCE SHEET 


1950 Financial Condition... End of Year 
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by varying the length of the bars For example, taxes per dollar of sales 
may be expressed, by years, by tax bars of varying length In a component 
parts bar chart (see Illustration 92), one bar is divided to express pro¬ 
portionate relationships For example, a bar expressing sales may be di¬ 
vided into cost of sales, expenses, and net profit In a histogram, bars of 
different length and color may be placed alongside each other to form 
a frequency distribution, r ingle financial statements do not contain fre¬ 
quency distributions, therefore, the histogram is useful for showing age 
distributions of employees, production per employee, wages per employee 
for a series of years, or similar information from comparative financial 
statements A pictogram (Illustration 94) presents individual pictures of 
financial statements, or sections of them, rather than bars of varying length 
3 Line Charts In a line chart (see Illustration 93), time or class distribution 
is compared by the use of lines In a time series line chart, time (years) 
classifications are commonly used horizontally and the comparative data 
indicated by the movement of the line across the years The time senes 
line chart is very adaptable for the application of accounting data, because 
the items compared frequently are the result of the passage of time, for 
example, the number of shares of capital stock outstanding at the end of 
each year may be expressed by a solid line and compared with the earnings 
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per share, expressed by a dotted line. In a frequency polygon, lines connect 
the midpoints of bars in the histogram. If a histogram can be used, the 
frequency polygon may be used, since they both are applicable to the same 
type of data. 

Report Examples 

A few short reports are submitted for study. It must be remembered that 
the form, arrangement, and content will change with the examination of 
each individual company and with the practices of each individual account¬ 
ant. With the material presented here as a basis, the expansion of any of 
the reports is possible in accordance with the size of the engagement and 
the necessity for more lengthy presentation. Each auditor develops his per¬ 
sonal style, and many people may not approve of the reports presented here; 
but they are merely examples and are not to be considered as standards set 
up without possibility of deviation. 

Reporf / 

This report is simple and short. Certain comparisons are presented. Re¬ 
port I is an example of a normal report for a medium-sized organization. 
Actual names and figures have been altered. The opinion is not qualified. 
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CHACE AND CHACE 
Certified Public Accountants 

Richard E. Chace Carew Tower 

Wellington M. Chace Cincinnati 2, Ohio 

February 1, 1952 

Board of Directors 
Stevens Company 
Cleveland, Ohio 

Gentlemen: 

We have examined the balance sheet of the Stevens Company as of Decem¬ 
ber 31, 1951, and the related statements of income and accumulated earnings for 
the year then ended. Our examination was made in accordance with generally 
accepted auditing standards and accordingly included such te.,ts of the accounting 
records and such other auditing procedures as we considered necessary in the cir¬ 
cumstances. 

We herewith present our report, based upon the examination, together with 
the following exhibits: 

Exhibit 1: Comparative balance sheets as ot December 31, 1951, and De¬ 
cember 31, 1950 

Exhibit 11: Comparative income statements for the years ended Decem¬ 
ber 31, 1951, and December 31, 1950 

Exhibit 111: Statement of accumulated earnings for the year ended Decem¬ 
ber 31, 1951 

BALANCE SHEET COMMENTS 

Cash, $9,000 

The cash on deposit, as indicated by the bank confirmation, was reconciled 
with the ledger account. As compared with December 31, 1950, cash has in¬ 
creased $2,000. The cash is not restricted; however, it is not sufficient to take 
advantage of all available discounts. 

Accounts Receivable, $30,000 
Allowance for Doubtful Accounts, $2,000 

Accounts receivable were verified by confirmation; requests for confirmation 
were mailed to 100 per cent of the accounts receivable debtors, representing $30,- 
000; replies were received from 75 per cent of the debtors, representing $22,6B1 
of the receivables; in addition, we examined the accounts and obtained informa¬ 
tion from the treasurer where necessary. Only $1,000 of the accounts are over 
90 days old. We are of the opinion that the allowance for doubtful accounts is 
sufficient to cover any possible losses. Bad debts are charged off rapidly; and the 
follow-up system, after the accounts have been charged off as uncollectible, is 
excellent. Bad debt losses for 1951 were $800 or 0.0009 of net sales, compared 
with 0.0014 in 1950. Compared with 1950, accounts receivable have increased 
$ 8 , 000 . 
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Notes Receivable, $6,000 

Notes receivable were verified by correspondence All are trade notes, with 
a maximum maturity date of June 15, 1952 

Inventories, $80,000 

Inventories were tested for quantity Our representatives were present during 
the taking of the inventories, at which time the tests were made Prices, exten¬ 
sions, and footings on the inventory sheets and on the inventory summaries were 
thoroughly verified A survey of the perpetual inventory records indicated that 
all items are active, and no obsolete items were discovered The inventories were 
priced at the lower of cost or market in all instances As of December 31, 1951, 
the inventory increased $10,000 as compared with December 31, 1950, in view 
of the increased sales, this appears reasonable. 

Prepaid Insurance, $1,200 

The calculations of the prepaid insurance were verified Insurance coverage 
appears adequate for all necessary types of protection 

Permanent Investments, $14,000 

This investment, made in 1948, represents a 100 per cent ownership of the 
capital common stock of the Stevenson Company, located in Narberth, Pennsyl¬ 
vania There are 1,400 shares of stock, and the annual dividends of $100 per 
share have been maintained since acquisition 

Fixed Assets, $386,000 

Allowances for Depreciation, $82,000 

All of the fixed assets are priced at cost less accumulated depreciation An 
analysis of the fixed assets and their related depreciation allowances is presented 
below 


Explanation 

Land 

Buildings 

Store 

Equipment 

Balance, December 31, 1950 

Additions, 1951 

$16,000 

0 

$170,000 

0 

$1BO,000 

30,000 

Deductions, 1951 

$16,000 

0 

$170,000 

0 

$210,000 

10,000 

Balance, December 31, 1951 

Allowance for depreciation 

$16,000 

0 

$170,000 

24,000 

$200,000 

58,000 

Carrying value, December 31, 1951 

$16,000 

$146,000 

$142,000 

Rate of depreciation 

0 

2 % 

10% 


We examined all asset and depreciation allowance accounts, vouched all fixed 
asset additions and deductions, and verified all charges and credits to the allow¬ 
ances for depreciation made during the year 1951. 
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Current Liabilities, $64,500 

To the best of our knowledge, all current liabilities are incorporated in the 
records. The treasurer of the company has certified to us the correctness of the 
above liability figure and also has certified that no contingent liabilities exist. 
Current liabilities decreased $4,100 as compared with December 31, 1950. The 
current ratio is satisfactory at 1.93 to 1. 

Fixed Liabilities, $60,000 

The fixed liability consists of a first mortgage against the real property of the 
company. The mortgage is payable annually in the amount of $10,000, the final 
installment being due on January 12, 1957. interest is at 3 per cent per year. 

Corporate Proprietorship, $317,800 

The no-par value common stock outstanding, $150,000, remained unchanged 
during 1952. The company acts as its own registrar and transfer agent; conse¬ 
quently, stock transfers made during the year were vouched. 

Accumulated earnings increased by $40,700, the profit for 1952, Jess $15,000 
cash dividends paid, or $25,700 net. The only charge to Accumulated Earnings 
during the year was for dividends. 

The capital surplus of $75,000 represents the payment of $5.00 per share 
above the stated value of $10 per share at the date the stock was issued. 

INCOME STATEMENT COMMENTS 
Sales and Cost of Sales 

Sales in 1951 increased 14.9 per cent over 1950, or from $698,000 to $802,- 
000. At the same time, cost of goods sold increased only $5,000, from $545,000 
in 1950 to $550,000 in 1951. In terms of sales, this means that cost of goods 
sold dropped from 78.08 per cent of sales in 1950 to 68.58 per cent of sales 
in 1951, resulting in a gross profit of 31.42 per cent or $252,000 in 1951 as 
compared with 21.92 per cent or $153,000 in 1950. The increase in sales and the 
increase in gross profit, both in terms of dollars and in terms of percentage, is 
highly encouraging. 

Operating Expenses 

Operating expenses in 1951 were $186,700 or 23.28 per cent of net sales as 
compared with 1950 expenses of $125,500 or 17.98 per cent of net sales. Al¬ 
though the ratio of expenses to sales in 1951 increased 5.3 per cent, this per¬ 
centage increase is far below the increase in the rate of gross profit for 1951. 
In other words, the expenses increased at a slower rate than gross profit. Of the 
individual expenses, advertising and sales salaries increased materially; but this is 
the normal expectancy in view of the large increase in sales. 

Net Profit 

Net profit on operations increased $37,800 in 1951, or from $27,500 in 1950 
to $65,300 in 1951. The rate of gross profit on operations in 1951 was 8.14 per 
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cent of sales as compared with 3 94 per cent in 1950 Net profit after taxes in 
1951 was $40,700 or 5 08 per cent of sales, compared with $17,300 or 2 48 per 
cent in 1950 In 1951, each $1 00 of net sales resulted in $0 026 more profit than 
did each dollar of net sales in 1950 

The following statistical study portrays the preceding discussion 


Explanation 

1951 

% 

1950 

% 

Increase or 
Decrease 
1951-1950 

Increase or 
Decrease 
% 

Net sales * 

Cost of sales 

Gross profit 

Operating expenses 

Net operating profit 

Other income, net 

Net profit before taxes 

Federal taxes 

Net profit after taxes 

$802,000 

550,000 

100 00 
68 58 

$69B,000 

545,000 

100 00 
7B 0B 

$104,000 

5,000 

14 90 

0 92 

$252,000 

186,700 

31 42 
23 28 

$153,000 
125,500 

21 92 
17 9B 

$ 99,000 
61,200 

64 71 

4B 76 

$ 65,300 
300 

B 14 

0 04 

$ 27,500 
400 

3 94 

0 06 

$ 37,BOO 
- 100 

137 45 

25 00 

$ 65,600 
24,900 

B IB 

3 10 

$ 27,900 
10,600 

4 00 

1 52 

$ 37,700 
14,300 

135 12 
134 91 

$ 40,700 

5 08 

$ 17,300 

2 4B 

$ 23,400 

135 26 








Although we did not perform a detailed audit of revenues and expenses, we 
examined all sales invoices for three months, and we verified all expenses for the 
same three months We verified cash receipts and disbursements for three months, 
completely footed original cash records, traced the postings of the cash receipts, 
cash disbursements, and sales records for the entire year, and followed all other 
procedures necessary to convince us of the propriety of the records We examined 
the Minutes Book of the board of directors for the year and found that all actions 
recorded therein which affected the accounts were properly reflected in the 
records 

We appreciate the co-operation received from officers and employees and are 
grateful to them for the consideration shown us 

In our opinion, the accompanying balance sheet and statements of income and 
accumulated earnings present fairly the financial position of the Stevens Com¬ 
pany at December 31, 1951, and the results of its operations for the year then 
ended, in conformity with generally aciepted accounting principles applied on a 
basis consistent with that of the preceding year 

Chace and Chace 
Certified Public Accountants 




Exhtbtt I 


STEVENS COMPANY 

Balance Sheet 


As of December 31, 1951, and Comparison with December 31, 

1950 


1951 


1950 

ASSETS 




Current Assets 




Cash in bank $ 

Accounts receivable $ 30,000 

9,000 

$ 21,000 


Less Allowance for doubtful ac¬ 




counts 2,000 

28,000 

2,200 

IB,BOO 

Notes receivable 

Inventories, at lower of cosc or 

6,000 


4,000 

market 

80,000 


70,000 

Accrued interest receivable 

100 


200 

Prepaid insurance 

1,200 


BOO 


Total Current Assets $124,300 


Permanent Investments 

Investment in capital stock d! 

Srevenson Company 14,000 


Fixed Assets 

Land, at cost $ 16,000 

Building, at cost $170,000 

Less Allowance for depreciation 24,000 146,000 

Store equipment, at cost $200,000 

Less Allowance for depreciation 5B,000 1 42,0 00 


Total Fixed Assets 
Total Assets 


304,000 

$442,300 


$ 16,000 

$170,000 
20,60 0 149,400 

$1 SO, 000 

38,000 142,000 


LIABILITIES AND CAPITAL 

Current Liabilities 
Accounts payable 
Notes and acceptances payable 
Accrued salaries 
Income tax withheld 
Social security tax liability 
Federal income tax liability 
Total Current Liabilities 

Fixed Liabilities 

Mortgage payable, 3 per cent, due 
on January 12, 1957 
Total Liabilities 


$ 23,400 

$ 29,400 

13,000 

14,000 

1 000 

700 

1,400 

1,100 

BOO 

600 

24,900 

14,300 


$ 64,500 


_60 1 000 

$124,500 


Capital 

Common stock, no-par value, 

15,000 shares authorized 

and issued $150,000 $150,000 

Capital surplus 75,000 75,000 

Accumulated earnings 92,BOO 67,100 

Total Capital 317,BOO 

Total Liabilities and Capital $442,300 


$ 7,000 


$100,800 


14,000 


307^400 
$422,ZOO 


$ 60,100 


70, 000 

$130,100 


292,100 

$ 442,200 



Exhibit II 


STEVENS COMPANY 
Income Statements 

For the Years Ended December 31, 1951, and December 31, 1950 

Increase 

Per- Per- or 



1951 

centage 

1950 

centage 

Decrease 

Sales 

$B10,000 


$712,000 


$ 98,000 

Less Sales returns 

8,000 


14,000 


- 6,000 

Net sales 

$802,000 

100 00 

$698,000 

100 00 

$104,000 

Cost of goods sold 






Inventory, January 1 

$ 70,000 


$ 65,000 


$ 5,000 

Purchases 

560,000 


550,000 


10,000 


$630,000 


$615,000 


$ 15,000 

Inventory, December 31 

80,000 


70,000 


10,000 

Cost of goods sold 

$550,000 

6B 5B 

$545,000 

7B OB 

$ 5,000 

Gross profit 

Operating expenses 

$252,000 

31 42 

$153,000 

21 92 

$ 99,000 

Selling 






Advertising 

22,900 


10,000 


12,900 

Sales salaries 

99,300 


59,000 


40,300 

Social security taxes 

1,B00 


1,300 


500 

Depreciation of store equipment 

20,000 


IB,000 


2,000 

Total Selling Expenses 

$144,000 

17 96 

$ BB,300 

12 65 

$ 55,700 

Administrative 






Office salaries 

32,500 


27,600 


4,900 

Social security taxes 

500 


400 


100 

Uncollectible account expense 

BOO 


1,000 


- 200 

Office operating expense 

3,300 


3,000 


300 

Insurance 

2,200 


1,BOO 


400 

Depreciation of building 

3,400 


3,400 


0 

Total Administrative Expense 

$ 42,700 

5 32 

$ 37,200 

5 33 

$ 5,500 

Total Operating Expenses 

$1B6,700 

23 28 

$125,500 

17 98 

$ 61,200 

Net profit on operations 

Other income 

$ 65,300 

B 14 

$ 27,500 

3 94 

$ 37,BOO 

Interest income 

200 


500 


- 300 

Dividend income 

1,400 


1,400 


0 

Purchase discount 

BOO 


900 


- 100 

Total Other Income 

$ 2,400 


$ 2,BOO 


-$ 400 

Other expense 






Interest expense 

2,100 


2,400 


300 

Net other income 

$ 300 

0 04 

$ 400 

006 

-$ 100 

Net Profit before Federal Income Taxes 

$ 65,600 

B IB 

$ 27,900 

400 

$ 37,700 

Deduct Federal income taxes 

24,900 

3 10 

10,600 

1 52 

14,300 

Net Profit after Federal Income Taxes 

$ 40,700 

5 0B 

$ 17,300 

2 4B 

$ 23,400 
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Exhibit III 


STEVENS COMPANY 

STATEMENT OF ACCUMULATED EARNINGS 
For the Year Ended December 31, 1951 


Accumulated earnings balance, December 31, 1950 $67,100 

Deduct Dividends paid in common stock 15,000 

$52,100 

Add Net profit for 1951 40,700 

Accumulated earnings balance, December 31, 1951 $92,BOO 


Report II 

This report opens with a scope section introduction varying slightly from 
that of the standard short-form report, followed by procedural and verifica- 
tional comments and discussion comments, and closes with a qualified certifi¬ 
cation Financial statements are not reproduced for this report. 


CHACE AND CHACE 
Certified Public Accountants 


Richard E Chace 
Wellington M Chace 

March 1, 1952 


Carew Tower 
Cincinnati 2, Ohio 


Board of Directors 
Bender ton Company 
Detroit f Michigan 

Gentlemen 


SCOPE OF THE EXAMINATION 

In conformity with the terms of our engagement, we have made an examina 
tion of the balance sheet of the Benderton Company as of December 31, 1951, 
and the related statements of income and retained income for the year ended on 
that date Our audit has embraced the verification of the assets and liabilities of 
the company and an analytical review by test of the expense and revenue records, 
accounts, transactions, and supporting evidences, m accordance with generally 
accepted auditing standards, and accordingly included such tests of the account 
ing records and, with the exception of the confirmation of accounts receivable, 
such other auditing procedures as we considered necessary in the circumstances 
We investigated the accounting system in force in the company and found it 
sound and satisfactorily operated 

Cash on deposit with the First National Bank was verified by certificate ob 
tamed from the bank, which amount was reconciled with the records of the com¬ 
pany Cash on hand was verified by count We did not verify the cash working 
funds at the Racine or Kenosha branches, but these amounts were certified to us 
by the branch managers, in a total amount of $100 
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At rhe request of the management, we did not circularize the trade accounts 
receivable; we reviewed the accounts and discussed their collectibility with the 
credit manager. We are of the opinion that the allowance for bad debts is ade¬ 
quate. Notes receivable, composed of amounts due from the Hamilton Company 
for the sale of fixed assets, were confirmed by correspondence. 

Inventories of raw materials, work in process, and finished goods were cer¬ 
tified to us by the treasurer and the stores-keeper, as to quantity. We examined 
the methods of taking the physical inventory and found them capable of result¬ 
ing in accurate inventory quantity figures; in addition, we tested 10 per cent of 
the inventory as to quantity. The control over the physical inventory is not satis¬ 
factory; and' the management has taken steps to correct defects in this direction, 
in accordance with our recommendations. We tested rhe inventory for prices 
and tested the inventory sheets for prices, quantity, extensions, footings, and 
general clerical accuracy and found them in good order. Inventories were priced 
at the lower of cost or market. Article A, finished goods, although costing $15,000, 
has a present market value of $10,000; and a reserve for the decline in inventory 
value has been created by a charge to other expenses, as shown on the balance 
sheet and the income statement. Work-in-process records were tested and were 
accurately maintained throughout the period. 

Temporary investments in marketable securities were inspected and counted 
at the First National Bank. The count and valuation is in accordance with the 
records of the company; no securities are pledged as loan collateral. 

All fixed asset additions and deductions were verified by inspection of the 
Minutes Book for authorization, by voucher examination, and by vouching all 
transactions to the accounts; we found that all capital charges were correctly 
recorded. During the year a Plant Ledger has been placed in operation, and the 
sum of the subsidiary accounts are in agreement with the controlling account. 
Additions to the depreciation allowances were verified; in our opinion, allowances 
for depreciation are adequate. Profits and losses realized upon the disposition of 
fixed assets have been carried directly to Retained Income; we recommend that 
such gains and losses be carried through the proper profit and loss accounts. 

Prepaid expenses were examined; the proper distinction between expenses 
and prepaid amounts has been maintained. 

Accounts and notes payable were reviewed and analyzed. The sum of the 
subsidiary account balances is in agreement with the balance of the controlling 
account. Based upon our examination of the subsidiary records, aided by inquiry 
and certification, we are satisfied that the accounts and notes payable accurately 
reflect all unpaid amounts at the end of the year. We examined invoices, in¬ 
ventory records, and purchase records for the first few days of January, 1952, 
and the last several days of December, 1951, and are assured that cutoff periods 
are proper. 

Bonds payable were certified by the sinking fund trustee and are in accordance 
with the books of the company. Amortization of bond premium has been proper. 

Additional common stock to the extent of the 10,000 shares was sold during 
the year, at $102 per share. The receipts were traced to the bank. The premium 
of $20,000 has been credited to Paid-In Surplus. The funds were used to con¬ 
struct Plant No. 2. We confirmed the total capital stock outstanding through 
certification from the Central Trust Company, registrars, and the Western Trust 
Company, transfer agents. 
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COMMENTS 

The profit per share of common stock outstanding was $7.73 in 1951 as com¬ 
pared with $6.28 in 1950, after the additional 10,000 shares issued are con¬ 
sidered. Dividends paid on common stock during the year were $5.00 per share. 

The book value per share of common stock has decreased by $2.00 per share 
owing to the increase in the number of shares outstanding. 

The percentage of net profit, after taxes, earned on total proprietorship in¬ 
creased to 6.35 per cent in 1951 from 6.1 per cent in 1950. 

The current ratio stands at $3.61 to $1.00 as compared with $2.97 to $1.00 
one year ago. The ratio and its increase are satisfactory. 

The rate of net profit earned on sales was 3 per cent as compared with 3.1 per 
cent in 1950. The slight decrease in the return on sales was caused primarily by 
a slight percentage increase in the cost of sales for the current year as compared 
with 1950. 

Total capital turned over 1.5 times in 1951 as compared with 1.8 times in 
1950, the decreased turnover being caused by the increased Lapital. 

Inventories turned 2.1 times in 1951 and 1.7 rimes in 1950, a decidedly better 
turnover. The turnover is for all inventories combined. 

Sixty days’ sales were represented in accounts receivable at December 31, 1951, 
as compared with 58 days’ sales at the end of 195 o. 

Cost of goods sold increased tD 72 per cent of srdes in 1951 from 67 per cent of 
sales in 1950. 

Overhead distribution has been on the basis of 175 per cent of direct labor 
cost. In view of the increased labor costs, which appear to be permanent, we sug¬ 
gest that the rate of application be reduced to 150 per cent, thereby resulting in 
a more equitable normal distribution. 

The accompanying comparative balance sheets and comparative income state¬ 
ments show financial condition and operating results and complete comparisons 
for the past two years. 

STATEMENT OF OPINION 

With the exception of the possible effect of non-confirmation of accounts re¬ 
ceivable, in our opinion, the accompanying balance sheet and related statements 
of income and retained income fairly present the financial position of the Bender- 
ton Company at December 31, 1951, and the results of its operations for the year 
then ended, in conformity with generally accepted accounting principles applied 
on a basis consistent with that of the preceding year 

Chao and Chace 
Certified Public Accountants 

Report III 

This report is of greater and more explicit scope, with the introduction 
and certification appearing together first, followed by income statement and 
balance sheet comparative figures and analyses and comments. 
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CHACE AND CHACE 
Certified Public Accountants 

Richard E. Chace Carew Tower 

Wellington M. Chace Cincinnati 2, Ohio 

February 23, 1952 

Board of Directors 
Redwood Corporation 
Cincinnati , Ohio 

Gentlemen: 

We have examined the balance sheet of the Redwood Corporation as of 
December 31, 1951, and the related statements of income and retained income 
for the year then ended. Our examination was made in accordance with generally 
accepted auditing standards and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the cir¬ 
cumstances. 

As a part of our accompanying report, we submit to you the following state¬ 
ments: 

Exhibit I: Balance sheet at December 31, 1951 

Exhibit 11: Statement of retained income for the year ended December 31, 
1951 

Exhibit 111: Statement of income for the year ended December 31, 1951, and 
comparison with the year ended December 31, 1950 
Schedule 1: Statement of cost of goods manufactured and sold 
Schedule 2: Selling expenses 
Schedule 3: Administrative expenses 
Schedule 4: Other incomes 
Schedule 5: Other expenses 

In our opinion, the accompanying balance sheet and statements of income and 
retained income present fairly the financial position of the Redwood Corporation 
at December 31, 1951, and the results of its operations for the year then ended, 
in conformity with generally accepted accounting principles applied on a basis 
consistent with that of the preceding year. 

Chace and Chace 
Certified Public Accountants 

REPORT OF EXAMINATION 
OPERATING COMMENTS 

We did not perform a detailed audit of revenues and expenses, but we made 
a general review and test of those accounts, and we compared the revenues and 
expenses of 1951 with 1950. All material fluctuations were investigated, and 
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satisfactory explanations were obtained in all instances. The following comments 
are submitted for revenues and expenses; you are referred to Exhibit III in con¬ 
nection with this analysis. 

Sales 

Net sales increased $4,331,165 in 1951 as compared with 1950. This rep¬ 
resents an increase of 36 per cent for the year. The increase is caused by increased 
volume at prices approximating those of 1950. Owing to the increased use of 
machinery in the plant, direct labor and manufacturing overhead did not in¬ 
crease in proportion. Although sales increased 36 per cent, net profit after federal 
taxes increased by 158 per cent, as pointed out in the net profits comments, later 
in the report. 

Increase 

1951 1950 1951 over 1950 Percentage 

Net sales .$16,265,509 $11,934,344 $4,331,165 36% 

Cost of Goods Manufactured and Sold 

Cost of goods sold increased 24 per cent in 1951, as compared with 1950. In 
terms of sales, cost of goods sold decreased by 6 per cent in 1951, which is highly 
favorable when interpreted in terms of the net profit for the year. A study of 
Schedule 1, Cost of Goods Manufactured and Sold, shows that the increase in cost 
of sales was equitably distributed over all of the items. Material costs decreased 
from $0.33 to $0.29 for each $1.00 of sales. 


Increase 

1951 1950 195 1 over 1950 Percentage 

Cost of sales .$10,768,254 $8,710,232 $2,058,022 24% 

Percentage of 

sales . 66% 72% 


All controllable items of manufacturing overhead increased in 1951, with the 
exception of superintendence and foremanship, which decreased by approxi¬ 
mately $13,000. This was caused primarily by the retirement of four employees 
and their replacement by employees at initial salaries somewhat lower than those 
of their predecessors. Total manufacturing overhead constituted 17 per cent of 
sales in 1951 and 20 per cent in 1950. The increase in manufacturing overhead 
for 1951 was $40B,728, or a 17 per cent increase over 1950. It is thus discernible 
that manufacturing overhead increases at a lower rate of increase than sales. 

Maintenance costs increased approximately $113,000 in 1951; this condition is 
normal, since maintenance costs fluctuate directly with production. 

Gross Profit 

Gross profit increased to 34 per cent of net sales in 1951 from 27 per cent of 
net sales in 1950. The increase of approximately $0.07 gross profit per $1.00 of 
net sales was primarily made possible by the increased sales for the current year. 

Increase 

1951 1950 1951 over 1950 Percentage 

Gross profit .$5,497,255 $3,224,112 $2,273,143 70% 

Percentage of net sales. 34% 27% 

Selling Expenses 

Selling expenses increased $349,275, or 29 per cent. The rate of increase was 
7 per cent slower than the rate of increase of 36 per cent for sales. All items of 
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selling expense increased, with the emphasis quite equally distributed. Selling 
expenses were 10 per cent of net sales in 1950 and 9.47 per cent in 1951. 

Increase 

1951 1950 1951 over 1950 Percentage 

Selling expenses.$1,541,338 $1,192,063 $349,275 29% 

Percentage of sales . . . 9-47% 10% 

Administrative Expenses 

Administrative expenses increased $268,648 in 1951, or 28 per cent. This 
compares with a 36 per Cent increase in sales, which means that the increase in 
administrative expense is less than proportionate to the increase in sales. How¬ 
ever, owing to the sales increase, administrative expenses decreased from 8 14 
per cent of sales in 1950 to 7.63 per cent in 1951. Of the administrative ex¬ 
penses, office salaries show the greatest rise, accounting for 66 per cent of the 
increase. 


Increase 

1951 1950 1951 over 1950 Percentage 

Administrative 

expenses .$1,240,765 $972,117 $268,648 28% 

Percentage of sales . . . 7.63% 8.14% 


Net Profit on Operations 

Net profit on operations was 16.7 per cent of sales in 1951 as compared with 
8.88 per cent of sales in 1950. This increase was caused by the increase in sales 
and the percentage reduction in cost of sales. 


Increase 

1951 1950 1951 over 1950 Percentage 

Net profit on 

operations .$2,715,152 $1,059,932 $1,655,220 156% 

Percentage of sales ... 16.7% 8.88% 


Net Profit 

Net profit after federal taxes increased $1,033,478 in 1951, or from $653,542 
in 1950 to $1,687,020 in 1951, an increase of 158 per cent. In terms of sales, net 
profit for 1951 was 10.37 per cent as compared with 5.48 per cent in 1950. 

After deducting preferred dividend requirements from the 1951 profit, the 
profit per share of common stock equals $5.42 per share in 1951 as compared 
with $1.98 per share in 1950. 


Increase 

1951 1950 1951 over 1950 Percentage 

Net profit.$1,687,020 $653,542 $1,033,478 158% 

Percentage of sales ... 10.37% 5.48% 


CONDITION COMMENTS 
Cash on Hand and in Banks, $1,296,315 

The cash in banks, as shown by bank statements, was confirmed by direct 
correspondence with the depositaries and reconciled with the balances of the 
cash ledger accounts. The cash funds were verified by count. 
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Accounts Receivable, $943,323 

Allowance for Uncollectible Accounts, $8,673 

We mailed to customers statements of account balances aggregating 75 per 
cent of the total customer accounts of $867,298, with the request that they notify 
us of any differences. All exceptions reported were minor. We reviewed the ac¬ 
counts with the credit department of the company and analyzed the accounts in 
order to determine the adequacy of the allowance for uncollectible accounts. 
The credit and collection system in operation is excellent; and the loss from un¬ 
collectible accounts is small, being 0.044 per cent of 1 per cent of net sales. We 
therefore believe that the allowance of $8,673 is adequate. 

The accounts receivable from affiliated companies represent amounts cur¬ 
rently due from sales made and not from advances. Employee accounts receivable 
are likewise due from employee purchases of the products of the company. 

The company classifies accounts receivable as to age from date of billing. We 
made a sufficient test of the company’s classifications to determine that they are 
substantially correct. A summary of such classifications is as follows: 


Date billed: 

Prior to January 1, 1951 .$ 150 

January, February, and March, 1951 . 500 

April, May, and June, 1951 . 3,460 

July, August, and September, 1951 . 105,200 

October, November, and December, 1951. 834,013 

Total, per balance sheer.$943,323 


Notes Receivable, $159,318 

The total of the notes due from customers, as shown by the customers’ ledger 
accounts, was in agreement with the controlling account. Notes on hand were 
inspected, and all others—out for collection—were either confirmed with the 
banks by direct correspondence or the collections thereof traced to the cash 
receipts records. 

Statements were mailed to customers of note balances aggregating 100 per 
cent of the total notes receivable, with the request that they notify us of any 
differences. There were no differences reported. The notes are all taken in the 
normal sales operations; and the latest maturity date is July 16, 1952. 

Inventories, $766,923 

The management, under whose direction the inventories were taken, certified 
the inventories as to quantity and certified that the inventories are priced at the 
lower of cost or market in all instances. We examined the inventory sheets for 
extensions and footings, and we tested prices. We examined cost records for 
the verification of work in process and finished goods. 

We made tests of physical quantities, prices, and computations in sufficient 
detail to establish the substantial correctness of the inventories. 

All raw material has been certified to us as usable, and all finished goods as 
salable, which means that there are no obsolete goods. Inventory was written 
down from cost to market to the extent of $116,400. We are satisfied that the 
inventory was counted, priced, and totaled with accuracy in keeping with satis- 
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factory practice. Inventory activity was more favorable in 1951, showing a turn¬ 
over of 21 as compared to 17 in 1950. 

Marketable Securities, $218,583 

The marketable securities are composed of United States savings bonds and 
Treasury certificates of indebtedness. These securities are held in the safety- 
deposit box of the company and have been submitted to us for examination. The 
December 31, 1951, market price is $221,326. 

Prepaid Expenses, $11,641 

We computed the prepaid interest of $419 on notes payable and found it in 
accord with the records of the company. 

We verified the company’s computations of prepaid insurance and insurance 
expense. One fire insurance policy for $200,000 was not renewed, because of an 
oversight on the part of the insurance broker. The renewal was made during the 
course of the audit. The fire insurance coverage is equal to 95 per cent of the 
present cash values of the properties as established by the American Appraisal 
Company. Other casualty insurance appears to be adequate 

Permanent Investments, $1,050,000 

Investments in the bonds of the Utilite Service Company were examined in 
the safety vault of the First National Bank. The bonds are composed of fifty 
$1,000, 25-year, 4 per cent first-mortgage bonds. The bonds are carried at cost, 
which is par, and have a present market of 101. 

Stock investments in the Kuder Company, representing a non-controlling in¬ 
terest of 8,000 shares, par $100, were examined in the safety vault of the First 
National Bank. They are carried at cost and have a present market value of 
$795,000, which is $5,000 below cost. 

The sinking fund of $200,000 is created against the first-mortgage, 3 per cent 
bonds of the company. We obtained a certificate from the Union Trust Company, 
trustee under the bond indenture. The composition of the fund at December 31, 
1951, was as follows: 

Cash .... 

Securities 
Total 

Fixed Assets, $7,641,967 

Allowances for Depreciation, $2,131,315 

We examined all fixed asset accounts and their related allowances for deprecia¬ 
tion. Depreciation has been provided for the year at the same rates previously 
established, which have been accepted by the Bureau of Internal Revenue for 
1949 and prior years, and are considered adequate to recover cost during the use¬ 
ful life of the assets. 

We vouched all fixed asset additions and deductions during the year and 
traced authorizations to the Minutes Book, invoices, and accounts. Fixed assets 
are carried at cost in all cases; all assets are maintained in excellent repair. The 
company exercises a conservative capitalization policy. A summary of fixed assets 
is presented below: 


$ 4,65B.10 

. 195,341.90 

$2(Kf6oaoo 
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Item 

Per¬ 

centage 

Depre¬ 

ciation 

Cost 

Depre¬ 

ciation 

Carrying 

Value 

Land 

0 

$ B50,000 

0 

$ 850,000 

Buildings 

3 

3,752.121 

$1,231,092 

2,521,029 

Machinery and equipment 

10 

2.965.5B4 

848,331 

2,117,253 

Office equipment . 

10 

74,262 

51,892 

22,370 



$7,641,967 ■ 

12,131,315 

$5,510,652 


Intangible Assets, $35,501 

Goodwill, acquired ac a cost of $100,000 ten years ago when the company 
bought the assets and assumed the liabilities of the Morton Company, is carried 
at $1.00. 

Patents are amortized over a ten-year period from the time of the grant. To 
us, this appears conservative in the light of the monopolistic position enjoyed 
in the sale of articles A and D. No patents were acquired during 1951. 

Long-Term Deferred Charges, $16,000 

The unamortized bond discount of $16,000 is correct and is being prorated 
over the remaining sixteen years’ life of the bonds payable in the straight-line 
amount of $1,000 per year. 

Accounts Payable, $624,9B6 

Accounts payable were verified by examination of supporting invoices and 
entries. We examined all sources for unrecorded liabilities as of December 31, 
1951. We are satisfied as to the fairness of the accounts payable as expressed in 
the balance sheet of December 31, 1951. The composition of the accounts 
payable is as follows: 


Trade accounts payable .$556,334 

Affiliated company accounts payable, 

regular purchases . 68,652 

Total.$624,986 


Trade Notes Payable, $206,200 

Trade notes payable were confirmed by correspondence. The company reg¬ 
ularly purchases on note from certain suppliers; therefore, these notes do not 
arise from the inability to meet maturing obligations. Since December 31, 1951, 
all have been paid and others issued. 

Bank Loan, $200,000 

Bank loans were verified by correspondence with rhe First National Bank. 
The note is due on March 31, 1952. It was made on September 31, 1951, in order 
to take advantage of a decline in raw material prices existing at that time, which 
is also the time cash funds are at their minimum for the company. The note is 
subject to the terms and provisions of a loan agreement between the bank and the 
company relating to limitations of the right of the company to sell, assign, or 
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pledge certain assets without the consent of the bank; maintenance of net current 
assets as defined; and the relationship of borrowings to net current assets. 

Taxes Accrued and Withheld, and Other Accruals, $81,499 

Accrued and withheld taxes, wages, and interest were verified and reconciled 
with the records of the company. Underlying data were tested. 

Federal Income Tax Liability, $1,033,980 

We have verified the 1951 federal income tax liability. During the year the 
company paid an additional tax assessment of $55,000 levied against 1949 in¬ 
come. The additional assessment was charged to Retained Income. 

Bonds Payable, $1,000,000 

The 20-year, 3 per cent bonds of the company were issued on January 2, 1948, 
and constitute a first mortgage against the real properties c-f the company. The 
bonds, of a total par value of $1 million, were sold for cash of $980,000. Con¬ 
firmation of the outstanding bonds was obtained from the trustee at the time 
the sinking fund was verified. The bond discount is being amortized over the 
20-year life of the bonds in the amount of $1,000 annually. 

Capital Stock 

Preferred, 6 per cent; authorized, issued, anu outstanding: 

10,000 shares of a par value of $100 per share.$1,000,000 

Common, nD-par value; authorized, issued, and ouisranding: 

300,000 shares of a stated value of $10 per share. 3,000,000 

The correctness of the outstanding shares of both the preferred and the com¬ 
mon stock was obtained by correspondence with the registrar, the Central Trust 
Company. 

As of May 1, 1952, the entire issue (10,000 shares) of preferred stock is to be 
redeemed and retired and canceled at a premium of $5.00 per share plus divi¬ 
dends accumulated to that date. 

Retained Income, $3,053,874 

Earnings retained in the business stand at $3,053,874, compared with $2,031,- 
854 one year ago. Exhibit II carries the detail of retained income changes made 
during the year. 

Appropriation for Plant Additions, $500,000 

One year ago the policy of reserving $250,000 annually from retained income 
was established to provide a conservation of assets for future plant additions. 

Working Capital Ratio 

The current ratio of $1.58 of current assets to $1.00 of current liabilities at De¬ 
cember 31, 1951, compares with a ratio of $2.14 at December 31, 1950. 

Ratio of Capital to Net Fixed Assets 

The ratio of capital to net fixed assets is $1.43 of capital to $1.00 of fixed 
assets. This compares with $1.25 of capital to $1.00 of fixed assets one year ago. 
The static ratio is satisfactory, and the trend is good and has been constantly in¬ 
creasing over the last six years. 
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REDWOOD CORPORATION 
Balance Sheet 
December 31, 1951 


ASSETS 

Current Assets 


Cash on hand and in banks 

Accounts receivable, customers 

$ 867,298 

$1,296,315 

Accounts receivable, affiliated companies 

72,550 


Accounts receivable, employees 

3,475 



? 943,323 


Allowance for uncollectible accounts 

8,673 

934,650 

Notes receivable, trade 

Inventories, at lower of cost or market 


159,31B 

Raw materials 

$ 23B.B66 


Work in process 

95,675 


Finished goods 

429,728 


Factory supplies 

2,654 

766,923 

Marketable securities (Market, $221,326) 


218,583 

Interest accrued 


956 

Interest prepaid 


419 

Prepaid insurance 


11,222 

Total Current Assets 



Permanent investments 



Bonds, Utilite Service Company, firsts, 4 per cent, 25- 



ycar, par $1,000 (50) 


$ 50,000 

Common stock, Kuder Company, 8,000 shares, at cost 


800 000 

Sinking fund assets 


200,000 

Total Permanent Investments 



Ftxed Assets 



Land 

Buildings 

$3,752,121 

$ 850,000 

Allowance for depreciation 

1,231,092 

2,521,029 

Machinery and equipment 

$2,965,5B4 


Allowance for depreciation 

B4B.331 

2,117,253 

Office equipment 

$ 74,262 


Allowance for depreciation 

51,B92 

22,370 


Total Fixed Assets 


Intangible Assets 

Goodwill $ 1 

Patents, less amortization 35,500 


Total Intangible Assets 

Long-Term Deferred Charges 
Unamoruzed bond discount 


$ 3,3BB,3B6 

1,050,000 


5,510,652 

35,501 

16,000 

$10,000.539 


Total Assets 



LIABILITIES 


Current Liabilities 


\ccounts payable, trade 

$ 556 334 

Accounts payable, affiliated companies 

68 652 

Notes payable, trade 

206,200 

Bank loan 

200,000 

Taxes accrued and withheld 

36 755 

Accrued wages 

29 494 

Accrued interest 

15 250 

Federal income tax liability, 1951 

1 033 980 


Total Current Liabilities 


FtxeU Ltabtlitter 

First mortgage, 3 per tent bonds 
Total Liabilities 


CAPITAL 


Capital Stock 

Preferred 6 per cent, issued and outstanding 10 000 shares at $100 $1,000,000 

Common no par value stated wlue $10 ptr share 300 000 shares 

issued and outstanding 3 000 000 

Total Capital Stock 


Excess of amount paid in over stated value of common stock 


$3,053 874 
500,000 

Total Retained Income 
Total Capital 


Retained Income 

Unappropriated retained income 
Appropriated for plant additions 


$ 2 146,665 

1 000 000 
$ 3,146,665 


4,000,000 

300 000 

3.553.B74 
$ 7,853,874 


Total Liabilities and Capital 


$10,000,539 
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Ratio of Net Profit to Net Capital 

The rate of net income earned on net capital in 1951 is 21.48 per cent, whereas 
the year 1950 showed 9 56 per cent earned on net capital. The improvement is 
due to the absolute increase in net profits and not to a reduced capital. 

Ratio of Sales to Total Assets 

Total capital employed in the business turned over 1.63 times in 1951 as com¬ 
pared with 1.34 times in 1950. The advantages of a better turnover of capital em¬ 
ployed is reflected in greater net profit on net capital. 

Ratio of Sales to Net Capital 

Sales amounted to $2.07 for each $1.00 of net capital; this compares with 
$1.75 of sales for each $1.00 of capital in 1950. 

Book Value of Common Stock 

The book value of the common stock at December 31, 1951, is $22.85 per 
share; at December 31, 1950, it was $16.89 per share, an increase of $5.95 per 
share. 


GENERAL COMMENTS 

We audited all transactions for three months, and we made a general review 
and examination of the expense and income records for the remaining nine 
months. For the months involved, all cash receipts were compared with invoices 
and the cash receipts records and were traced to the bank. Paid cheques were ex¬ 
amined and compared with the Voucher Register and with supporting invoices 
and vouchers. The books are excellently kept, and we found only a few errors of 
a minor nature. We investigated the accounting system in operation and found 
it to be entirely satisfactory, with the exception of the fact that cost cards are 
not so designed as to afford a cost summary, making it necessary to supplement 
the cards with certain book-record figures for overhead; we have made our rec¬ 
ommendations for simplification in procedure. The method of costing is good; 
and the system of internal control exercised over cash receipts, disbursements, 
payrolls, purchases, and inventories is excellent. We footed all books of original 


Exhibit II 

REDWOOD CORPORATION 
Statement of Retained Income 
For the Year Ended December 31, 1951 


Balance, December 31, 1950 . $2,031,854 

Add: Ner income, 1951 . 1,687,020 

Total. $3,718,874 

Deductions, 1951: 

Dividends on preferred stock.$ 60,000 

Dividends on common stock. 300,000 

Reserve for plant additions . 250,000 

Additional federal taxes, 1949 . 55,000 

Total deductions . 665,000 

Balance of retained income, December 31, 1951. $3,053,874 












For the Years Ended December 31, 1951| and December 31) 1950 
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enrry for the year, checked all postings, and verified the balances of all controlling 
accounts. We scanned subsidiary postings for the year, in addition to our detailed 
verification for the months mentioned above. We supervised payroll computa¬ 
tions and payment for two weeks during the audit period. The inventory control 
system might be slightly improved by moving the inventory records to the store¬ 
room or by sending requisitions for materials issued to the present office more 
promptly. Accumulating all requisitions in the storeroom and sending them to 
the office only once a week, for recording on the inventory cards, frequently 
means that the minimum quantity established is depleted; and departments must 
therefore wait for the arrival of materials from suppliers. This results in unnec¬ 
essary idle time and factory expense. The general progress of the business is quite 
satisfactory, and an enviable profit record has been established. 

CONCLUSION 

The statements and schedules following adequately summarize the financial 
condition as of December 31, 1951, and the operating results for the year ended 
on that date. 

Schedule 1 

REDWOOD CORPORATION 
Schedule of Goods Manufaltured and Sold 
For the Years Ended December 31, 1951, and December 31, 1950 

Raw material inventory, January 1. 

Purchases of raw materials . 

Transportation-in . 

Deduct: Raw material inventory, December 31 

Cost of raw material used. 

Direct factory labor. 

Manufacturing expenses: 

Superintendence and foremanship. 

Indirect factory labor . 

Old-age and unemployment taxes. 

Depreciation of buildings . 

Depreciation of machinery and equipment . . . 

Amortization of patents . 

Heat, light, and power . 

Taxes on machinery and buildings. 

Insurance on buildings . 

Insurance on machinery and equipment. 

Cost department expense. 

Factory maintenance . 

Experimental expense . 

Employee health and recreation expense .... 

Total Manufacturing Expense. 

Cost ro manufacture. 

Variation of work-in-process inventory. 

Cost of goods manufactured... 

Variation of finished goods inventory . 

Cost of Goods Manufactured and Sold. 


1931 

$ 399,611 

4,362,475 
19 8,024 
$ 4,960,110 
238,866 
$ 4,721,244 

_3,0 86,410 

I 7,807,654 

172,787 

756.691 
23,802 

112,563 

295,457 

6,500 

451,348 

136,468 

20,262 

24,688 

98,881 

501,060 

171.692 

_36,115 

$ 2,808,314 
$10,615,968 

4- 80,667 

$ 10,696,6^5 
4 71,619 

$10,768,254 


1930 

$ 360,218 
3,794,864 
163 ,410 
$4,318,492 

399.611 
$3,918,881 

2,481,32 2 

$6,400,203 

185.611 
624,774 

21,444 

112,563 

289.362 
6,500 

347,216 

135,279 

18,946 

22,863 

90,627 

388,328 

127.363 

_28,710 

$2,399~5~B6 

$8,799,789 

50,7 70 

$8,749,019 

38,787 

$8,710,232 





























Schedule 2 

REDWOOD CORPORATION 
Selling Expenses 

For the Years Ended December 31, 1951, and December 31, 


1951 

Advertising .$ 204,755 

Sales salaries . 450,1 11 

Sales commissions . 364,202 

Sales office salaries . 34,632 

Old-age and unemployment taxes . 2 3,468 

Transportation-out . 122,422 

Traveling expense . 221.448 

Sales office expense . 120,300 

Total Selling Expense .Si,541,338 


Schedule 3 


1950 

19-50 

$ 125,165 
420,286 
270,362 
29,448 
18,602 
90,298 
136,160 
1 01,74 2 
$1,192,063 


REDWOOD CORPORATION 
Administrative Expenses 

For the Years Ended December 31, 1951, and December 31, 1950 


195/ 1950 


Officers’ salaries .$ 537,656 $512,485 

Office salaries . 479,924 301,338 

Old-age and unemployment taxes . 27,480 23,722 

Depreciation of office equipment. 7,426 7,426 

Telephone and telegraph . 11,224 7,704 

Stationery and postage . 8,909 8,212 

Traveling expense. 99,360 52,624 

Uncollectible accounts charged off. 7,286 6,417 

Insurance. 10,558 8,311 

Office operating expense . 20,142 19,278 

Professional services . 30,800 2 4,600 

Total Administrative Expense . $ 1,240,765 $972,117 


Schedule 4 

REDWOOD CORPORATION 
Other Income 

For the Years Ended December 31, 1951, and December 31, 1950 

1951 1950 


Interest income on bonds 
Interest income on notes 

Dividend income. 

Purchase discounts. 

Total Other Income 


$ 2,000 $ 2,000 
5,529 4,829 

65,399 63,516 

161,274 1 57,860 

$234,202 $228,205 


Schedule 5 

REDWOOD CORPORATION 
Other Expense 

For the Years Ended December 31, 1951, and December 31, 1950 


1951 1950 

Interest and amortization expense on bonds.$ 31,000 $ 31,000 

Interest expense on notes . 24,441 46,816 

Sales discount. 56,513 79,B92 

Loss on market decline in inventory. 116,400 

Ldss on sale of fixed assets.. 76,330 

Total Other Expense. $228,354 $234,038 
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QUESTIONS AND PROBLEMS 

1. Whar are the purposes of the text section of the long-form audit report? 

2. What are the three general types of comments that may be presented in an 
audit report? 

3. It is advisable to submit a rough draft of the audit report to the client? 

4. The comments appearing below are from an audit report. Criticize them. 


Inventories, $150,000 

We scrutinized the controlling account, from which we obtained the balance stated 
above. We are of the opinion that it is correct. We did not test the inventories for 
quantity, price, or extensions. We believe the inventory is in salable condition. 

5. If a liability certificate was requested and refused by the management, what 
course of action should be followed? 


6. In the greatest possible detail, prepare a listing, in proper sequence, of the 
contents of a long-form, year-end audit report. 

7. During the audit of the X Company, it was found that the petty cash fund 
was $12 short of the imprest amount. The following comment was therefore 
placed in the report: "Petty cash was counted and was found to be $12 short.” 
Is it correct or incorrect to mention the $12? Why? 

8. Assume your own situations; for the following items, write (a) appropriate 
verificational comments and (b) discussional comments of general interest: 


a) Cash 

b) Notes receivable 

c) Inventory 

d) Temporary investments 

e) Prepaid insurance 
/) Machinery 

g) Buildings 

h) Land 

i) Accounts payable 

j) Notes payable 

k) Bonds payable 

/) Deferred credits to income 

m) Capital stock 


n) Accumulated earnings 

o) Sales 

p) Purchases 

q) Cost of sales 

r) Sales commissions 

s) Advertising expense 

t) Depreciation of machinery 

u) Officers’ salaries 

v) Bad debts expense 

w) Interest expense on bonds 

x ) Profit on sale of fixed assets 

y) Goodwill amortization 

z) Income from investments 


9. List several turnovers and ratios which probably will be of interest to a client 
operating a manufacturing concern. 

10. You are hired to audit the records of a company for your client, with a view 
to purchase by the client. You are to submit a comprehensive report of your 
findings. In what ways would a report of this nature differ from one made 
for the owners of a corporation? 

11. During the course of the audit of the Krebs Company, it was discovered that 
two office employees were not attentive to their work, accomplished practi- 
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cally nothing, and spent part of their time in the office discussing gambling 
matters of their own personal concern. In the audit, should criticism of these 
employees be offered? 

12. The Wile Company reappraised its assets and credited the increase to Appre¬ 
ciation Surplus. The company uhen declared and paid a stock dividend from 
the appreciation surplus. If you were the company’s auditor, would you point 
out the reappraisal and the dividend in your report? 

13. During the course of an audit the accountant noted several places in which 
the accounting system could be improved. In his report, should he call at¬ 
tention to the possibilities for improvement? 

14. During the audit of the Loft Company the existence of fraud was rather 
strongly suspected; but, because of the limitations placed upon the engage¬ 
ment, the auditor could not pursue his suspicions. The desirability of further 
work in verifying cash receipts from sales was mentioned to the treasurer of 
the company, who simply told the auditor to "skip it” and to confine himself 
to the engagement. Should the matter be mentioned in 'he audit report? 

15. During the audit of the Hitch Company, it was discovered that $ 15,000 had 
been paid the law firm of Bierne and Bierne as a retainei fee. There were no 
evidences of a contingent liability, and no satisfactory explanation was ob¬ 
tainable from any officer of the Hitch Company for the retainer fee. Should 
the matter Re mentioned in the audit report; if so, what should be reported? 
If it should not be mentioned, state the reasons for the omission. 

16 . During the audit of the Northern Machinery Company, it was discovered that 
a royalty of $20 per machine, type Z, was paid the inventor, Mr. Day, for each 
machine manufactured and sold. The Northern Machinery Company has 
been in the practice of charging the royalty to Miscellaneous Selling Ex¬ 
pense. You have made a correction on your working papers, charging a 
Royalty Expense account for $15,000 and crediting Miscellaneous Selling 
Expense for the same amount. You have drafted the income statement in 
accordance with the change and have commented in your report upon the 
failure to show the royalties independently. The president of the Northern 
Machinery Company objected to the change and stated that he had excellent 
reasons for asking you to draft your income statement in conformity with 
the company’s accounts and for omitting comments on the royalty. As audi¬ 
tor, what should you do? 

17. Your client, the Sauer Company, sold 25,000 shares of its common capital 
stock early in the year 1951, at $10 per share, bringing the total outstanding 
shares up to 100,000. Dividend rates are $1.00 per share per year, payable 
quarterly. It was discovered that $100,000 of the $250,000 stock sale pro¬ 
ceeds were used to pay off cumulative dividends on the preferred stock. No 
common stock dividends were paid during 1951. Should attention be called 
to this in (a) the balance sheer, ( b) the certificate, or ( c ) the comments 
section of the report? Why? 

18. a) Criticize each section of the following partial audit report. 
b) Draft a proper opinion section for the audit report. 
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The letter of transmittal, scope, opinion, and financial statements are pur¬ 
posely omitted. The audit is for the year ended December 31, 1951. 

TRENTON COMPANY 
COMMENTS 

Section 1. Cash, $15,535 16 

Cash on hand and on deposit as of December 31, 1951, was as follows: 


On hand. Bills .$ 500 00 

Currency..9990 $ 599-90 

On deposit. Eighth National Bank.$6,321 14 

West Coast Bank . 8,614 12 14,935.26 

Total Cash . $15,535.16 


We counted the cash on hand on January 2, 1952, and found it tD be correct, 
with the exception of a $0 10 shortage in petty cash We obtained certificates from 
the Eighth National Bank and the West Coast Bank and verified the above balances. 
Deposits were vouched to the banks for January, July, and December, 1951. There 
are no evidences of lapping or kiting Last cheque number Eighth National Bank, 
No 8625, West Coast Bank, No A22216. 

Section 2. Notes Receivable, $10,000 

The notes receivable do hand were inspected, confirmations were obtained for 
those discounted. All are considered good and collecrible by the management. 


Company A .$ 1,000 

Company B . 2,(K)0 

Company C. 3,000 

Company D. 4,000 

Total Notes Receivable.$10,000 


Section 3. Accounts Receivabie, $50,650 

The accounts receivable were verified by confirmation requests, 65 per cent of the 
customers responded, which accounted for $46,000 of the total of $50,650 The credit 
department aged the accounts receivable and has created an allowance for bad debts 
of $4,000, which we consider ample after checking the aging of the credit depart¬ 
ment All doubtful accounts are rapidly written off the books Collection attempts are 
always continued after the accounts are written off and for a period of time sufficient 
to result in collectibility Dr the assurance of uncollectibiliry. The follow-up letters for 
collection are excellent 

Section 4. Inventories, $80,000 

Physical quantities were certified to us by the treasurer We did not test-check 
quantities. We verified the inventory sheets for prices, extensions, and footings, prices 
were at the lower of cost or market Item X appears to be slow-moving, the present 
quantity on hand was purchased three years ago, which liquidation period is DUt of 
line with other company inventories We have suggested depreciating item X to the 
extent of $5,000 

In the light of the present business volume, it appears that December purchases 
are somewhat excessive. At the present rate of sales, these large purchases will not 
be moved for many months. The condition of tying up funds in unsalable merchan¬ 
dise must be watched. 

Section 5. Land, $30,000 

Buildings, $100,000 

Allowance for Depreciation of Buildings, $25,000 

There were no changes during the year. The allowance for depreciation is ade¬ 
quate, being 4 per cent per year, which rate has been accepted by the Bureau of 
Internal Revenue. Land and buildings are earned at cost. The present sound ap¬ 
praisal value of land and buildings is $160,000. 
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Section 6. Machinery and Equipment, $350,000 

Allowance for Depreciation, $200,000 
All additions and deductions for the year were audited and were found correct. 
The reserve for depreciation is adequare and is 10 per cent per year. Subsidiary 
ledger accounts are carried for each machine. 

Section 7. Intangible Assets, $75,000 

There were no changes during the year. 

Section 8. Investments, $50,000 

Investments were inspected. AH are carried in the name of the company. They are 
valued at cost. 

Section 9- Accounts and Notes Payable, $78,000 

There is one note payable of $20,000, due the First National Bank, which was 
confirmed when the bank certificates were obtained. The accounts payable subsidiary 
ledger agreed with the control. See the attached accounts payable schedule. 

Section 10. Bonds Payable, $400,000 

We obtained confirmation of the bonds from the trustee; $100,000 of the bonds 
were redeemed at par and canceled during the year. 

Section 11. Common Stock, Par $100, $200,000 

The confirmation from the registrar shows 2,000 shares of common stock issued 
and outstanding. This agrees with the records of the company. During 1951, 100 
shares were issued at $110 and the premium credited to Capital Surplus. The 
100 shares issued were a part of the total authorization. The proceeds of the sale 
were used as a part of the general Lash. 

19- The Betby Company is heavily indebted to its creditors, who are in disagree¬ 
ment with the company management concerning the ultimate solvency or 
insolvency of the company. Both parties to the dispute agree to call you in 
as an adviser and want you to prepare statements and a report advising them, 
pro and con, as to the relative merits of liquidation or continuation of the 
business. Prepare a list of the statements you probably will submit to the 
parties. Upon what basis will you advise them to continue? Upon what basis 
will you advise them to liquidate? 

20. In an audit made for the purpose of the extension of short-term credit, what 
are the principal data to be included in the report? 

21. In preparing an audit report, should comment be made upon any of the fol¬ 
lowing items? Give reasons for your answers. 

a) A suspected cash shortage 

b) Receipt of capital stock donated back to the corporation during the first 
year of operations 

u) General or specific office personnel inefficiency 

d) Excessive salary paid to treasurer 

e) A poor system of operating the petty cash 

/) No contingent liability set up for possible additional income tax assess¬ 
ments 

g) Overdrawn commission accounts of salesmen 

h) A factory burden rate which obviously is too low 

i) Purchase commitments not protected by sales contracts 

j) Overprovision for insurance 
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22. Study the balance sheet and the income statement, below, which were pre¬ 
sented to you by the accountant for the Tweed Company as you started to 
audit the records of that company. Assume any conditions you wish; (a) 
write an audit report; ( b) prepare a reasonable balance sheet, which you 
are to certify; ( c ) prepare a reasonable income statement; and ( d) draft 
the adjusting entries you consider necessary. Your audit proves that the fig¬ 
ures submitted in the company’s balance sheet and income statement are 
arithmetically correct. The company is a manufacturing concern. 


TWEED COMPANY 
Balance Sheet 
December 31, 1951 
ASSETS 

Cash.$ 49,000 

Accounts and notes receivable (less reserve) . 201,000 

Inventories. 300,000 

Investments . 175,000 

Fixed tangible assets (less reserves) . 750,000 

Fixed intangibles. B8,000 

Prepaid expenses . 12,000 

$1,575,000 

LIABILITIES AND CAPITAL 

Accounts and notes payable .$ 250,000 

Bonds payable. 500,000 

Deferred credits. 10,000 

Capital stock . 600,000 

Retained income . 215,000 

$1,5757000 


TWEED COMPANY 
Income Statement 
For the Year Ended December 31, 1951 


Sales .$1,000,000 

Less: Cost of sales . 700,000 

Gross profit.$ 300,000 

Less: Selling and administrative expenses . 265,000 

Net Profit .$ 35,000 


23. The members of the board of trustees of the church that you attend ask you 
to audit its books for the year ended December 31, 1951. They desire a de¬ 
tailed report and a certification. On the assumption that your audit shows that 
the books have been correctly kept, write a report. During your audit, you 
discovered that expenses were for salaries, church and rectory upkeep, mis¬ 
sions, diocese dues, etc. Revenues were from pew rentals, plate collections, 
individual pledges, donations, holiday offerings, and dividend and interest 
income on the endowment fund left by a deceased member. During the year 
1951 a new rectory, costing $30,000, was constructed and paid for by a mem¬ 
ber of the congregation. 

24. The condensed trial balance shown below is before closing but after adjust¬ 
ments and is presented by the company’s accountant. The records of the com¬ 
pany were audited before the books were closed. 
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REGENT COMPANY 
Trial Balance 
December 31, 1951 


Cash.$ 300,000 

Accounts receivable . 400,000 

Notes receivable . 150,000 

Inventories . 450,000 

Investments . 300,000 

Store equipment . 960,000 

Allowance for depreciation of store equipment . . $ 160,000 

Land. 100,000 

Buildings . 390,000 

Allowance for depreciation of buildings. 190,000 

Accounts payable. 400,000 

Notes payable . 150,000 

Preferred stock, 6 per cent . 500,000 

No-par common stock, 100,000 shares. 800,000 

Retained income . 650,000 

Sales. 3,000,000 

Purchases . 1,900,000 

Selling expense . 400,000 

Administrative expense . 500,0 00 _ 

$I,TmU)00 $5,B50,000 


During the audit, the following conditions were noted: 

a) The Cash Book was held open until January 8, 1952, during which time $25,000 
was collected from customers and $50,000 paid to creditors, 

b) No allowance was created for bad debts. Investigation shows that normal loss is 
one half of 1 per cent of net sales. 

c) The notes receivable included $50,000 due from the president, borrowed on 
July 5, 1951. It is secured by 500 shares of the Annual Company, par $100, 
market $85 per share. 

d ) The inventory has a market price of $425,000. 

e) The investments are of equal amount, spread over three companies, X, Y, and Z. 
The Z Company is in receivership, and no liquidating dividends are expected. 

f) Goods in transit on December 31, 1951, amounted to $120,000. The item is not 
included in the trial balance. 

g ) The life of the store fixtures was estimated at 10 years when purchased 6 years 
ago- 

h) The land is appraised at $550,000. 

i) Purchase contracts for future delivery amount to $198,000. The replacement cost 
at December 31, 1951, is $178,000. 

;) Notes payable include $100,000 borrowed from the First National Bank for 60 
days. 

k ) Sales include $20,000 realized as a profit upon the disposition of delivery equip¬ 
ment when the company, in 1951, decided to employ a delivery service. The old 
equipment cost $80,000, had an allowance of $60,000, and was sold for $40,000. 

You are required: 

a) To draft all necessary journal entries. 

b) To prepare a corrected balance sheet and a condensed income statement. 

c) To draft the comments sections of the report that deals with any of the 
adjustments. 





















* 

EXTENDED EXAMINATIONS 


General 

The fundamental differences between a general audit and a detailed audit 
lie in the extensiveness of the verification of expense and income accounts. 
This chapter extends the detail of the examination to those instances where 
the additional detailed work is necessary. In a general audit, the degree of 
verification of expense and income accounts is limited to tests, scrutiny, and 
comparisons, with added detailed analyses for selected accounts and analyses 
of additionally selected accounts for short periods or for entries chosen at 
random. The extent of the testing is determined by the effectiveness of the 
system of internal control and the findings in a particular engagement. The 
degree of the detail of the examination may be extended to a completely de¬ 
tailed audit, wherein the proof of the accuracy of all bookkeeping and ac¬ 
counting work for a given period must be verified for all account charges 
and credits. 

The reader must understand that the term "detailed audit" is merely a 
relative one, indicating more work than is performed in the customary audit 
but not necessarily a complete verification of every transaction. Regardless 
of name, an audit should always involve sufficient work to enable the au¬ 
ditor to feel confident that the report and financial statements he submits 
are reliable. Whether or not the student ever will perform a completely de¬ 
tailed audit, he must be familiar with the procedure and with all points in¬ 
volved therein, so that he will be adequately equipped for any condition or 
circumstance which may arise, and so that he will have a full understanding 
of all procedural possibilities. 

Some companies have their auditing performed on an interim basis and 
thereby maintain a close check on transactions and employees. In these cases 
the auditor usually submits brief periodic reports, calling attention to all 
matters which should be given immediate consideration for corrective pur¬ 
poses and setting forth suggestions to benefit the client. Thus, the client re¬ 
ceives, at frequent intervals, information and advice that otherwise would 
be forthcoming only at the end of the year. Formerly, detailed audits as¬ 
sumed the appearance and nature of a detailed review of bookkeeping accu- 
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racy only, without much attention being given to constructive assistance to 
the client. It must be remembered that systems of internal accounting con¬ 
trol will not be found in small businesses, for reasons of economy and be¬ 
cause personnel is limited. Therefore, in those cases the auditor may have 
as much work as in larger audits where detailed review is not necessary. 

In general, a detailed audit will involve the following points: (a) ex¬ 
amination of original evidence preceding an actual transaction, which evi¬ 
dence serves as the authority for action; ( b ) examination of vouchers and 
other evidence connected with the execution of the transaction; (c) vouch¬ 
ing of the transaction evidence into the books of original entry; ( d) verifi¬ 
cation of the distribution of charges and credits throughout the books of 
original entry; ( e ) checking of all footings in the books of original entry; 
(/) verification of postings to the general ledger; ( g) verification of post¬ 
ings to the subsidiary ledgers (this may be limited); (h) verification of 
trial balances; and (/) preparation of financial statements and reports. 

Stated in another way, that is, in terms of classes of transactions, the fore¬ 
going summarized procedure may be outlined as follows: 


A. Cash receipts (the major objective is to ascertain that all cash which should 
be received was received and that all cash was properly accounted for in rhe 
records). 

1. Prepare bank reconciliation. 

2. Examine mail receipt lists, sales invoices, and cash register tapes; trace 
the cash therefrom to the books of account and to the bank deposit. 

3. Verify daily on-sight collections on account, trace them to the books of 
account and to the bank deposit. 

4. Verify cash received from extraneous sources. 

5. Verify the distribution of cash receipts to the correct revenue accounts, 
receivable accounts, and other accounts. 

6. Compare cash receipts with duplicate bank deposit tickets. 

7. Foot all cash receipts journals. 

8. Trace the postings to the debits of the cash accounts. 

9. Trace the postings to the credit of the subsidiary accounts receivable ac¬ 


counts. 


10 

11 


Investigate the possibilities of receiving cash and not recording it. 
Investigate holding the Cash Receipts Book open after the end of the 
period. 

12. Study the possibilities of the practice of fraud through cash receipts. 

B. Cash disbursements (the major objective is to ascertain that only authorized 
disbursements are made and that account distributions are proper). 

1. Prepare bank reconciliations (see section A). 

Examine each voucher authorizing a disbursement. 

Compare each paid cheque with the entry in the Voucher Register (or 
in the Purchase Journal) and with the paid voucher or invoice; ascertain 
that the invoice and voucher are stamped "Paid," together with the date 
paid. 

4. Compare each paid cheque with the cash disbursements records. 

5. Foot all cash disbursements records. 


2 . 

3. 
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6. Trace the postings to the cash accounts. 

7. Trace the postings to the subsidiary accounts payable accounts. 

B. Investigate holding the cash disbursements records open after the close 
of the accounting period. 

9. Study the possibilities of the practice of fraud through the medium of 
cash disbursements. 

C. Petty cash (the major points are to ascertain that petty cash is properly han¬ 
dled, that disbursements are proper, and that the fund composition is ac¬ 
curate ). 

1. Count the petty cash, and reconcile with the Petty Cash account. 

2. Examine petty cash vouchers for authority, correctness, and purpose of 
the disbursement. 

3. Classify petty cash vouchers in accordance with the accounts to be 
charged upon reimbursement of the fund. 

4. Trace reimbursements to the accounts charged. 

D. Revenues (see section A; the major point is to include all revenue for the 
period in the records). 

1. Compare invoice prices with list prices. 

2. Verify extensions and footings of sales invoices. 

3. Verify sales summaries with sales invoices, or 

4. Verify sales book entries with sales invoices or sales summaries. 

5. Verify sales book footings. 

6. Verify postings to the sales accounts. 

7. Verify postings to the subsidiary ledger accounts, both receivables and 
inventories. 

B. Investigate COD. sales and receipt of cash therefrom. 

9- Investigate and compare sales and shipping records. 

10. Investigate the method of handling consignment sales. 

11. Investigate the method of handling installment sales. 

12. Obtain debtor confirmations of balances due. 

13. Reconcile controlling account balances and subsidiary accounts receiv¬ 
able. 

14. Determine that sales returns are credited to customers. 

15. Determine that sales returns are charged back to inventory. 

16. Determine that sales of assets other than inventory are treated correctly. 

17. Prepare an analysis of purchases and sales of securities, and trace all en¬ 
tries related to these transactions. 

18. Verify income from stocks, bonds, notes, etc. 

E. Acquisitions (see section B; the major point is to account correctly for all 
items purchased). 

1. Examine the purchase orders. 

2. Compare the purchase order and the related approved invoice. 

3. Examine receiving records, and compare with invoices. 

4. Examine back orders and the method of handling them. 

5. Compare invoice record entries and the invoices for prices, extensions, 
and footings. 

6. Compare subsidiary inventory accounts with the receiving reports, in¬ 
voices, etc. 
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7. Verify postings to the subsidiary accounts payable accounts. 

8. Reconcile the subsidiary Accounts Payable Ledger and the controlling 
accounts. 

9- Verify the voucher register entries for correct distribution. 

10. Verify the voucher register footings. 

11. Verify all postings from the Voucher Register to all accounts. 

12. Test to ascertain that prices paid conform to market prices at the date of 
acquisition. 

13. Verify purchase returns to determine that accounts payable have been 
charged and that inventory accounts have been credited. 

14. Verify the prompt closing of the purchase records. 

13. Verify the correctness of handling purchases of supplies, services, and 
fixed assets. 

F. Inventory disbursements (the major point is to control the inventory). 

1. Inspect requisition summaries, and compare with credits on the inven¬ 
tory records. 

2. Inspect authorizations granting authority to sign inventory requisitions. 

3. Compare signatures on inventory requisitions with those authorized. 

4. Review the system of pricing inventories issued. 

5. Verify the issued prices used and the extensions. 

6. Compare dollar amounts and quantities of raw materials charged to Work 
in Process with amounts shown by requisition summaries. 

G. Payrolls (the major points are to ascertain the authority to pay and the ac¬ 
curacy of the payroll record-keeping). 

1. Inspect the employment records for employees, rates, increases, de¬ 
creases, and methods of employing and terminating employment. 

2. Check the payroll procedure for the method of paying, the method of 
calculating the payroll, and the method of verifying the payroll. 

3. Verify the payroll records by checking original time cards (by pay pe¬ 
riods) against the individual’s earning record and from there to the Pay¬ 
roll Journal. 

4. Verify extensions and footings in the Payroll Journal. 

5. Compare payroll disbursements per Payroll Journal with the cash dis¬ 
bursements records. 

6. Reconcile the payroll with the federal old-age benefits returns and ac¬ 
counts and with the federal and state unemployment returns and ac¬ 
counts. 

7. Determine that the total payroll cheque equals the net cash to be dis¬ 
tributed. 

8. If payment is by cheque, examine the paid cheques, noting names and 
endorsements. 

9. If payment is by cash, investigate the method of distributing the payroll 
to the employees. 

10. Investigate the disposition of unclaimed payroll cheques and cash. 

11. Verify bonus plans and premium payment plans, and check the correct¬ 
ness of the computations. 

12. Watch for payroll padding by checking the names per Payroll Journal 
with the employees on the job. 



718 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 27 


13. If necessary, take over the distribution of the payroll. 

H. Expenses (see section B; the major objectives are to ascertain the correct 

recording of the expenses and the correct allocation of cost to revenue). 

1. Follow the procedure outlined in section B and in Chapter 6. 

2. Verify the authority for expense incurrence. 

3. Vouch the expense entry into the Voucher Register, Invoice Record, 
General Journal, Factory Journal, etc., from the original evidence of the 
expense. 

4. Trace postings to the general ledger accounts. 

5. Verify distribution of expenses to the proper expense accounts. 

6. Approve the distinctions between capital and revenue charges. 

7. Investigate depreciation methods, and verify depreciation calculations. 

I. General Journal. 

1. Verify the authority for all entries. 

2. Examine the evidence of transactions. 

3. Trace the postings to the accounts. 

4. Investigate adjusting and correcting entries. 

If the foregoing procedure has been followed, the entries in all accounts 
will be verified and tied up with the authority for entry in the accounts. In 
addition, selected accounts should be completely analyzed. The necessity for 
the auditor to watch for evidences of unrecorded transactions is as important 
as the verification of existing transactions. 

The verification of individual asset, liability, and capital accounts was 
treated in earlier chapters of this book; consequently, this chapter lays em¬ 
phasis upon the detailed verification of expense and revenue accounts, to 
the exclusion of real accounts, except when the latter are indirectly and 
necessarily forced into the discussion. 

Revenues 

All revenues and direct revenue deductions are discussed first. The order 
followed will conform roughly to the order in which the items might appear 
on an income statement, except when deviations from that form are deemed 
necessary or advisable. Assurance that all revenues earned have been re¬ 
corded and received is an important phase of any audit of revenue. The bal¬ 
ance sheet is an excellent guide in determining all possible sources of reve¬ 
nue. Assets that usually produce income may appear, and investigation may 
prove that no revenue or insufficient revenue is being received or that reve¬ 
nue is being received and not recorded. This is an immediate notice that the 
auditor may be of constructive service in suggesting more profitable invest¬ 
ments or in tracing revenue that is not finding its way to the company but 
that should be coming to the organization. 

Sales: Cash and Short-Term Credit . The term "sales” refers to the reve¬ 
nue received from the sales of services or commodities. The twofold purpose 
in auditing sales is ( a ) to determine that all sales recorded have been prop¬ 
erly credited and ( b ) to determine that all sales made have been recorded. 
All sales are (a) cash or (h) credit. Ignoring fraud, errors in recording sales 
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result in ( a ) an overstatement of sales or ( b ) an understatement of sales. 
The errors that result in an overstatement of sales and that the auditor must 
detect are {a) proper credits to other accounts, passed to the sales accounts 
in error; ( b ) crediting Sales for orders taken where the goods have not been 
shipped; (c) crediting Sales for consignments-out; (d) holding the sales 
records open past the closing date; ( e ) making errors in computing in¬ 
voices; and (/) closing the sales records prematurely in the preceding pe¬ 
riod. The errors resulting in understatements of sales are (a) errors in com¬ 
puting invoices; ( b ) failure to take up profits on consignment sales actually 
consummated; ( c ) failure to record sales shipped; (d) crediting some ac¬ 
count other than Sales for sales made; ( e) failure to record sales; (/) hold¬ 
ing the sales records open beyond the end of the preceding period, which 
reduces sales figures for the current period; and (g) prematurely closing the 
sales records for the current period. 

If all sales are rung on a cash register, cash register rapes are compared 
with the daily (or weekly or monthly) entries made in the sales records. 
The sales should be recorded as the total of the register tapes, cash shortages 
or overages being charged or credited to a Cash Short and Over account. 
If the sales are recorded on sales slips or invoices, they must be totaled and 
verified against the sales record entries. Invoices are also examined for 
names, order numbers, shipping dates, prices, extensions, and footings; 
prices should be checked against price lists. The system of internal control 
must be watched in order to judge its effectiveness. If the product sold 
passes through a shipping department, as it invariably will in a manufactur¬ 
ing concern, invoices issued at the end of the accounting period should be 
compared with shipping records to determine the correctness of sales made 
in the period and to guard against fictitious billings made in order to pad 
sales figures. Credits to inventory records should also be inspected to help 
determine the accuracy of shipments. The invoices should be checked 
against the sales records. 

Invoice examination loses some of its importance in audits in which ac¬ 
counts receivable are confirmed, because the confirmation replies tend to 
reveal fictitious billings. Sales orders must be verified against sales entries 
and shipping records in order to determine that orders received are shipped 
and the proceeds accounted for and to ascertain that shipments are made 
only for orders received. If sales orders exist, and if there is no record of the 
sale, the auditor must trace the reason for non-shipment, in order to be cer¬ 
tain that the sale was not made and the proceeds diverted. If shipment is 
made and no order exists, the shipment may have been made as a theft of 
goods through collusion with an outside party; or the shipment may have 
been made near the end of the period in order to overstate sales, since the 
goods could not be returned until the following period. If the sales are evi¬ 
denced by the release of tags or tickets from the merchandise, the auditor 
must ascertain that all such evidence is retained as carefully as cash register 
tapes, sales slips ? or invoices; all unused tickets must be on hand at the time 
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of the audit. Sales must be traced to the sales accounts in the ledger, to the 
cash accounts and to the bank, and to the accounts receivable accounts, both 
control and subsidiary. 

In certain industries, sales are made primarily by field agents; the reports 
of these representatives are treated by the auditor as though they were origi¬ 
nal invoices, with the proper verification of all sales made and all collections 
received. If the field representatives are selling tangible merchandise, and if 
the merchandise is charged to them at retail, the agent is at all times ac¬ 
countable for the total charged to him, either in the form of cash or in the 
form of merchandise, or both. Sales, in terms of the quantity of product sold, 
should be reconciled with the beginning inventory plus purchases (or pro¬ 
duction figures) minus the ending inventory, in order to determine the cor¬ 
rectness of quantities sold. The quantities, when multiplied by the prices, 
will equal the total sales dollars. This serves as a rough verification of the 
recorded sales. 

After the routine work of auditing sales is completed, the auditor should 
prepare—or have the client prepare—an analysis of sales. The analysis may 
be on one or more of several bases: by months, by departments, by commod¬ 
ities, by salesmen, by territories, by methods of sale, or by customers. The 
figures should be in comparative form for several preceding periods in order 
to bring out fluctuations and trends; comment should be made on important 
fluctuations. 

C.O.D. Sales. The manner of handling C.O.D. sales should be investi¬ 
gated, with the primary objective of determining that all cash collections are 
properly accounted for and that all revenue which should be received has 
been received. A list of all packages on a C.O.D. basis should be prepared 
together with the charges for which the deliverymen are responsible. Re¬ 
ceipt of money for C.O.D. sales should be made not later than a day or two 
after delivery. 

Installment Sales. An acceptable method of handling installment sales is 
to record as profits only the gross profit proportion of the total collections 
made, thereby deferring the gross profits on uncollected amounts from sales 
of the current year. Installment accounts receivable should be segregated 
from other accounts receivable, and installment sales should be kept in 
separate sales accounts and not included in the regular cash sales or credit 
sales accounts. The auditor should examine the installment sales contract, 
watching particularly the payment terms. He should then make adequate ex¬ 
amination to insure proper adherence to the terms of payment, not only in 
accordance with the contract but also in accordance with the requirements 
of existing federal legislation. The cash received must be audited with the 
same procedure applicable to any credit sale. The auditor must examine the 
records to determine that an income account has not been credited for the 
entire installment collection. 

Sales of Consigned Goods. Consignment sales profits should not be 
taken up until the date upon which the consigned merchandise is sold. An 
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account sale may not be rendered until some later date, but the income is 
earned when the sale is made by the consignee. The auditor should examine 
all agreements and pertinent correspondence. In auditing for the consignee, 
the auditor must ascertain that consignment sales profits have been properly 
charged with all necessary expenses before remittances are made to the con¬ 
signor. In many cases, agreements are none too clear with respect to deducti¬ 
ble items such as losses, freight, insurance, storage charges, allowances, and 
commissions; in such cases, all expenses of a questionable nature should be 
irtcluded in the account sale to the consignor, who will pass or reject the 
charge. From the standpoint of the consignor, consignments-out are not con¬ 
sidered as sales until account sales are rendered; the merchandise out on 
consignment must be included in the consignor’s inventory. Any charges 
paid by the consignor, such as transportation to the consignee, may be added 
to the inventory cost. The auditor must verify account sales for accuracy and 
for the propriety of the deductible items. The accuracy of the memoranda 
consignment sales accounts and of the collections therefrom is then verified 
in the same manner as sales through cash or credit channels. 

By-Product Sales. Two theories of almost equal merit are followed in 
connection with by-product sales. One theorv provides for treatment of by¬ 
product sales as a reduction of the cost of the main product, whereas the 
other advocates treatment of the by-product sales as a separate sales item. In 
a great many industries the sales of by-products constitute an important 
source of revenue; therefore, in those cases the auditor must exercise care to 
ascertain that by-product sales are correctly and consistently treated. By¬ 
products are frequently sold at a loss, unknown to the producer, whereas a 
change in price policy and a more rigid cost allocation might result in pro¬ 
ducing a profit on these sales. The verification of by-product sales follows 
the same auditing path as the verification of any sale. In some cases, by¬ 
products are scrapped completely, whereas a little processing of the product 
would result in an increased net income; in other cases, by-products are proc¬ 
essed and sold, whereas the net profit would be increased if the by-product, 
unprocessed, were given away. 

Sales of Scrap Material. The same general remarks apply to sales of 
scrap material as to sales of by-products. Sales of scrap may be treated as 
( a ) sales, ( b) cost reductions, or (c) other income (see Chap. 23). The 
auditor should always inquire as to the disposal of scrap and should verify 
scrap sales in the regular manner. Costs of handling scrap must be carefully 
weighed against the revenue obtainable, and the proper disposition must be 
judged by the possibility of the maximum net income which can be pro¬ 
duced. The auditor must be careful to detect cases of unrecorded scrap sales, 
which means that income is being diverted from its correct channels. 

Sales for Future Delivery. Revenue received from sales made for future 
delivery should be treated as a deferred credit to income until the period in 
which actual sale consummation takes place unless title to the goods has 
passed and the vendor is merely holding the goods as a bailee until they are 
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needed by the buyer. The auditor must check original records in order to 
determine the proper division between the earned income and the amount of 
the deferred credit. In the rendering of a service, the discounting of com¬ 
mercial paper, the taking of subscriptions for future delivery, or the sale of 
tickets for future use, this situation will occur. Comparisons should be made 
of the volume of orders for future delivery on hand at the end of the current 
year and of the preceding year. If fluctuations are pronounced, or if the fu¬ 
tures contracts will result in sales at a lowered profit because of rising prices, 
attention should be directed to the situation in the audit report. ' 

Revenue from Subscriptions, Dues, etc. When revenue is received from 
subscriptions, the possibilities for performing a satisfactory audit do not al¬ 
ways exist. Subscriptions may be the result of regular solicitations by author¬ 
ized agents or employees, in which case duplicate and serially numbered 
subscription blanks may be available. The retained duplicate serves the au¬ 
ditor as his evidence of the probability of revenue; but it is possible, of 
course, to prepare the duplicate for an amount different from the original 
left with the subscriber. If the subscriptions are fur magazines, mailing lists 
may be used as the basis of determining the amount of revenue that should 
be or has been received. All differences between the mailing list data or other 
available data and the accounting information shown in the Advertising 
Register or the Subscriptions Register must be completely reconciled in 
order to make certain that all revenue received has been recorded. 

The subscription or other records serve as the basis of computation of 
the amount of deferred income as well as the amount earned. Since there is 
no uniformity of method in the recording of subscriptions, there can be no 
uniformity in the method of auditing incomes from such sources; the au¬ 
ditor must use his own ingenuity in each case and conduct his work at all 
times so that accurate net income results are shown. Systems of internal con¬ 
trol should be devised so that the persons receiving the money do not have 
access to any other records and so that the persons responsible for the sub¬ 
scription records never come in contact with the cash receipts. Revenue, as 
computed from the Subscription Register, must be vouched to the records 
and to the bank. 

Dues for clubs, associations, and other membership organizations are 
verified by an examination of membership lists which have been approved 
by responsible officers and by an examination of the secretary’s records for 
admission of new members and resignations within the fiscal year. The pe¬ 
riodic amount of the dues for varying classes of members is determined; and, 
from the data obtained, the total revenue must be computed. The auditor 
must trace all dues received to the records to be certain that all revenue has 
been recorded. Old unpaid amounts should be written off the records. An 
occasional request for confirmation of balances due from members may help 
shed light on the diversion of funds and may also be of material assistance 
in aiding collections. 
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Sales Returns and Allowances. Sales returns and allowances should be 
carefully investigated in order to detect fraud through failure to account for 
all original cash receipts and through overstatement of cash disbursements. 
All returns should be supported by approved credit memos, which the au¬ 
ditor should trace to the proper accounts—Sales Returns, Sales Allowances, 
Cash, accounts receivable, and notes receivable. The returned sale also musr 
have been charged back to the inventory accounts if perpetual inventory 
cost systems are used. Sales allowances should always be supported by cor¬ 
respondence and by proper official approval of the reduction in price. Ac¬ 
counts receivable should never be closed to Sales Allowances unless the 
balance of the account receivable happens to represent a disputed amount, 
with final settlement coming through the allowance. The auditor should in¬ 
vestigate the system used in granting sales returns and allowances to be cer¬ 
tain that the client is not suffering losses in this direction which might 
reasonably be avoided if more adequate control were exercised. 

The receiving records should contain receiving tickets for all returned 
sales. These tickets should be compared with the credit memos; any credit 
memos for sales returns not supported by receiving tickets constitute evi¬ 
dence of irregularities and possible fraud. 

Profits on Uncompleted Construction Contracts. As stated earlier, profits 
on uncompleted work in process for a manufacturing concern must be ex¬ 
cluded from the records. It is permissible, however, to take up profits on un¬ 
completed contracts for construction projects, because of the long construc¬ 
tion period. The contract may be (a) on a cost-plus basis or (b) on a flat 
contract price. In the former case, profits can be estimated with a must 
greater degree of accuracy than in the latter, since the final profit is undeter¬ 
mined until the job reaches completion. Decisions are often difficult to make 
and at best represent estimates. The profits taken up should be verified by 
the auditor, and care must be exercised in studying the probable costs neces¬ 
sary to complete the contract. The provisions of the federal income tax Jaws 
should be taken into consideration so that the income of the client will not 
be forced into high brackets by waiting until a construction job is completed 
before reporting the income. In order to take advantage of the lower rates 
in the lower brackets, profits on construction work in progress in most cases 
should be taken up annually. If the profit of the builder or construction 
company remains about the same from year to year, no advantage accrues 
by taking partial profits; but profits seldom remain stable. The auditor 
should examine all contracts for construction work and investigate the rea¬ 
sons for all balances which are in arrears, in order to determine the possibil¬ 
ity of contingent liabilities; and he must determine whether amounts with¬ 
held are in agreement with the contract terms. 

ILLUSTRATION . The computation of profits on uncompleted construc¬ 
tion may be exemplified as follows: Assume that a contract is for $100,- 
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000, that the work finished to date has cost $40,000, and that the esti¬ 
mated cost to complete is $45,000. 


Contract price . $100,000 

Less: Cost to date.$40,000 

Cost to complete (estimated) . 45,000 85,000 

Estimated profit. $ 15,000 


Of the total estimated profit of $15,000, 40/85, or $7,058.82, represents 
the amount earned at the closing date. 

Income from Stocks Owned. When dividends are received on capital 
stocks held as temporary investments, all income is taken directly to income 
accounts, which the auditor must verify by checking the dividend actions of 
the issuing companies and tracing the dividends through the cash accounts 
into the banks. 

If the securities are held as permanent investments, the method of treat¬ 
ing dividends received depends on whether the investor carries the invest¬ 
ment at cost or at cost adjusted for subsidiary profits, losses, and dividends. 
If the profits of a subsidiary company are taken into the parent company’s 
books as a charge to the proper Investment account, the records of the sub¬ 
sidiary company should be audited to determine the correctness of the 
profits. If the profits of a subsidiary company are not taken up on the books 
of the parent company, then the subsidiary company may declare (a) divi¬ 
dends that reduce the subsidiary company’s retained income below the 
amount on its records at the time of acquisition or ( b ) dividends that do 
not reduce the subsidiary company’s retained income below the amount at 
the time of acquisition. If dividends reduce the retained income of the sub¬ 
sidiary company below the acquisition figure, the reduction should be 
credited to the Investment account and not to income. The auditor must 
verify dividend actions of subsidiary companies in order to determine the 
amounts the investor should receive and to verify the distribution between 
income and a return of capital. 

Income from Bonds, Mortgages, and Notes. Registered bonds, for which 
interest is paid by cheque, are examined and the interest rates and dates 
noted; for coupon bonds—registered or unregistered as to principal—the 
amount of the interest is stated on each coupon. The total interest which 
should be received is computed, according to date, and vouched through the 
cash accounts into the bank and into an Interest Income account. The best 
practice is to prepare a schedule showing the interest dates and rates and the 
amount of income for each investment for the audit period. This schedule 
might well be prepared at the time of the verification of the investments and 
on the investments working papers. The auditor must verify interest ac¬ 
cruals at the end of the accounting period and vouch the amounts to the 
asset accounts and to the income accounts. The interest on income bonds 
may or may not have been received, since payment is contingent upon the 
interest being earned; if the accounts indicate that no interest has been re- 
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ceived on this type of bond, confirmation of the lack of interest payments 
should be obtained from the issuing company. If interest on any type of 
bond is in default, a notation to that effect should appear in the balance 
sheet, together with the amount of the default. 

While verifying bond interest income, the auditor must watch for the 
correct treatment of interest accruals at the time of purchase and at the time 
of disposal in order to be certain that incomes are not understated or over¬ 
stated and that the asset values are correctly reflected in the accounts. State¬ 
ments of brokers for security sales and purchases will contain data pertain¬ 
ing to interest accruals. Charges to the investment accounts for interest 
earned are incorrect. Income from mortgages and notes should be verified 
in the same manner as bond interest income. 

Income from Rentals. Rental incomes are verified in accordance with 
the terms of the lease, if one exists. If rentals are on a verbal basis, someone 
in authority should be asked for a rental schedule showing offices, apart¬ 
ments, buildings, and their rentals. A schedule of ocrupancy and vacancy 
should be requested from someone not responsible for collections or the 
recording of cash receipts. From the schedule uf occupancy and vacancy and 
from the rental schedule, the auditor should compute the total rental in¬ 
come which should be received and verify the cash receipts and the rental 
income accounts to determine that the proper amounts were received. 
Simply to compare the rent received with the oral statement of the person 
receiving it is not sufficient; the system of internal control should be ade¬ 
quate to protect the owner against the possibility of rent being received and 
diverted. All changes in rentals should be authorized by someone not con¬ 
cerned with collections, and the rental schedules should be changed accord¬ 
ingly. Vacancies, which mean the termination of rent income, should be 
properly authorized. The auditor must also mention all rentals in arrears 
and inquire into collection attempts in progress. In the audit report, occu¬ 
pancy and vacancy figures should be submitted for study. 

The auditor must examine the treatment of leasehold improvements 
made by the lessee for the benefit of the lessor. Unless rent concessions have 
been made, improvements made by the lessee are neither expenses nor capi¬ 
tal charges to the lessor. Since there is no cost to the lessor, these items 
should not be entered on his books. It frequently happens that cash or other 
deposits are required of the lessee as a protection against default. In some 
cases the cash deposits apply to the last rental periods; in others, interest on 
the deposit is paid the lessee by the lessor. Deposits are indicated in the con¬ 
tract, and the auditor must always verify the existence and correct treatment 
of such deposits. 

Royalty Income. In certain types of machinery-manufacturing compa¬ 
nies and patent-holding companies, royalties constitute a major portion of 
the revenue. The auditor should examine the royalty contracts, noting par¬ 
ticularly the royalty rates and the method and time of settlement. The state¬ 
ments received from the licensee should be examined in order to determine 
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the correctness of the amounts remitted. Then the accounts are examined to 
ascertain that the correct amounts are recorded. 

Purchase Discounts. Purchase discounts are verified by reference to the 
terms of payment granted by the creditor. The total maximum discounts 
possible should be computed and compared with the amounts taken, in 
order to determine whether all profit possibilities are being exercised. Paid 
cheques should be compared with cash disbursement entries in order to 
ascertain that payments are not recorded at the gross amount when only the 
net amount actually is paid, thereby giving rise to fraud. The purchase dis¬ 
counts income must not, of course, include such items as rebates, quantity 
discounts, or trade discounts; these items are proper deductions from the 
cost of the item purchased. 

Sales of Stocks and Bonds Held as Investments. When investments are 
sold at a profit or at a loss, the auditor must first examine brokers’ state¬ 
ments and then trace the effects of the transactions through the records. The 
Investment account must be examined to ascertain that it is credited for 
the number of shares or number of bonds indicated on the statement of the 
broker and that the credit is for the carrying value of the securities. The 
profit or loss of disposition is carried to an income or an expense account 
and is shown as a separate item on the income statement. 

If, when stocks or bonds are sold, they can be identified as to purchase 
price, the investment accounts are credited in accordance with the cost of 
the lots sold. If stocks sold are not identifiable because the owner surrenders 
several certificates and receives one certificate therefor, or if bond records are 
kept so that costs are not segregated, then the profits or losses must be com¬ 
puted on the basis of the first-in, first-out method for federal income tax 
purposes. Incomes from sales of stocks and bonds are most easily verified at 
the time of auditing the investment accounts and normally are scheduled 
on the working papers for investments. 

Profit on Fixed Asset Disposition. When fixed assets are sold at prices 
in excess of the book value of the assets, a profit is realized. The profit may 
be due to overdepreciation based on cost, or it may be due to a rise in the 
market price of an asset. Determination of the profit normally is made at 
the time of auditing the fixed asset. The proceeds of the sale are traced to the 
cash receipts records. For federal tax purposes the gain is taxable. If the asset 
is traded for a similar new asset, no gain (or loss) is recognized for taxation 
purposes. Any existing contracts or directors’ authorizations drawn up in 
connection with the disposition must be examined, and all notes and mort¬ 
gages taken in settlement must be examined. 

Profits on Interdepartmental Transfers. As stated in an earlier chapter, 
no profit should be taken up in connection with manufacturing operations 
or with transfers from one department to another or from one plant to 
another of the same company. When inventory is transferred between divi¬ 
sions of the same company and a profit is included on the transfer, adjust¬ 
ments must be made to reduce the inventory and the profits. In some cases, 
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inventories are charged to branches at prices in excess of cost in order that 
the branch cannot obtain information with respect to profits. In such in¬ 
stances the inventory should be reduced so that profits will not appear be¬ 
fore they are earned. 

Material and Merchandise Purchases 

Inventories and purchases of inventories were extensively discussed in 
Chapters 6, 11, and 12. Methods of accounting for purchased inventories 
are subject to a wide variation of practice, ranging through the use of a 
Voucher Register, the use of a Purchase Journal, the practice of making no 
entry until payment is made, the treatment of discounts as purchase price 
reductions, the treatment of purchase discounts as other income, the classifi¬ 
cation of purchases, the use of perpetual subsidiary inventory accounts, and 
so on, down to the point where no organized and reliable records are main¬ 
tained. 

If the purchases are not correctly recorded and are not properly audited, 
the cost of sales, gross income on sales, and net income are incorrect; and 
the balance sheet is incorrect. Errors resulting in an understatement of pur¬ 
chases are as follows: (a) debiting some account other than Purchases or 
Inventory; (b) entering the purchases at too low a figure; (c) failing to 
enter a purchase; and ( d ) holding the Purchase Record open at the end of 
the preceding period. Errors resulting in an overstatement of purchases are 
as follows: ( a ) charging expenses or capital assets to Purchases; ( b) failing 
to credit Returns and Allowances; ( c) charging Purchases when no inven¬ 
tory is bought or received; ( d ) overstating the purchase price; ( e ) record¬ 
ing invoices more than once; and (/) holding the Purchase Record open at 
the end of the current period. 

In the verification of the correctness of purchases, the system of purchas¬ 
ing used by the client must be understood, after which the purchase orders 
are examined for such data as supplier, dates, quantities, prices, extensions, 
footings, approvals, order numbers, and receiving report numbers if the re¬ 
ceiving report is not attached to the purchase order. In connection with the 
purchase order, all contracts should be called for to determine that the 
orders were placed in accordance with contract terms. Invoices received 
should then be compared with the orders and all differences noted. Then the 
receiving records are examined and compared with the invoices. The au¬ 
ditor must determine that all records bear proper approval. The purchase 
requisition should be compared with the purchase order. If requisitions for 
every order placed are not on hand, a further investigation should be made 
to determine if the purchasing agent is making unauthorized purchases. 

The Voucher Register or other original purchase medium is then com¬ 
pared with the invoices, entry for entry; the distributions on the Purchase 
Record are verified; the record is footed; and the postings to the general 
ledger accounts are verified. Examinations of dates are important in order 
to eliminate the inclusion of old and paid invoices. The postings to the sub- 
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sidiary inventory records and to subsidiary accounts payable ledger accounts 
must be verified in conjunction with this phase of the work; then the sum 
of the balances of the subsidiary accounts payable is proved with the balance 
of the control account. 

Invoices must be watched to ascertain that they were recorded in the 
correct accounting period, in order to insure the prompt closing of the pur¬ 
chase records. Purchases of supplies, services, and fixed assets must be care¬ 
fully watched so that the cost of inventory purchases is not overstated. The 
auditor should obtain data for market quotations and check them against the 
prices paid by his client in order to determine the legitimacy of prices paid. 
If the client is buying at prices above the market, an unusual situation ex¬ 
ists, which bears investigation. 

Payments for purchases are traced through the cash disbursements rec¬ 
ords and all accounts payable debit postings vouched, both for subsidiary 
and for control accounts. Precautions should always be taken so that in¬ 
voices cannot be paid twice; cheques must be matched with invoices and 
voucher entries. The auditor must always be satisfied that all purchases are 
legitimate and the payments for them correct. Purchase discounts must be 
verified, as indicated earlier in this chapter. 

Purchases should be analyzed by product classification and summarized 
by amounts per month. Major variations in price and quantity should be 
pointed out in the analysis, together with the causes of the change. Mer¬ 
chandise cost includes not only the invoice price of the items purchased but 
also all incidental costs such as transportation-in, storage, handling charges, 
duties, and any other costs necessary to place the goods in condition for use. 
Although these items are considered a part of the cost of the merchandise, 
separate ledger accounts normally are maintained for each. The entire cost 
is shown, separately and summarized, in the cost of sales section of the in¬ 
come statement. When more than one type of inventory is purchased in one 
shipment, the incidental costs theoretically should be prorated over the var¬ 
ious inventories; however, practical considerations of cost, often prohibit 
such distribution. 

When purchases are returned, the auditor must verify all returns by ex¬ 
amining proper documentary credit memoranda and must vouch all return 
entries into the journal records and to both controlling and subsidiary ac¬ 
counts payable. Vendors’ recent statements must be compared with ledger 
account balances to determine that proper credit has been granted the re¬ 
turning buyer; this sort of check often discloses discrepancies caused by dis¬ 
puted items. Purchase returns are handled in a variety of ways, and the 
auditor must investigate the method used to ascertain the correctness of the 
results and the ease or difficulty of obtaining the results. Some companies 
use a Return Journal, some write returns in red in the Purchase Record, and 
others wait until all purchases are inspected and approved before making an 
entry in the Purchase Record; in this situation there will be no book record 
of the return. In the latter case the auditor must be exceptionally careful to 
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include all end-of-the-period purchases; rigid invoice and receiving record 
examination will be helpful. The method is good if properly used, since it 
saves work. 

Transportation-In. Transportation-in is a part of the cost of the mer¬ 
chandise or raw material purchased. If the client is the vendee, and if he 
pays the transportation charges and deducts them from the invoice price and 
remits net to the vendor, the transportation is prepaid and does not appear 
as a transportation-in expense but should be charged to the creditor when 
the carrying charges are paid. The auditor must verify transportation pay¬ 
ments of this nature to ascertain their correctness. He also must verify all 
other transportation-in charges by vouching bills of lading and freight bills 
to the expense accounts and vouching them through the cash disbursements 
books into the accounts. Enormous sums have been recovered for clients 
through a complete verification of transportation bills, not only by examina¬ 
tion of the mathematical accuracy of the statements but also by examination 
and investigation of shipment classifications and rate charges. 

Cost of Sales. Labor and manufacturing overhead charges, which prop¬ 
erly belong in cost of sales for a manufacturing company, are for conven¬ 
ience discusssed later in this chapter, among expenses. The cost of sales 
figure is of prime importance because of its necessity in gross profit deter¬ 
mination. The maintenance of a correct gross profit margin means that, with 
proper control of selling and administrative expenses, a net income can be 
realized. When gross profit figures depart from a normal condition, the au¬ 
ditor must thoroughly investigate all causes of the change. It might be the 
result of changes in price policy, in sales volume, in raw material costs, in 
labor costs, or in manufacturing overhead charges; quantity or pricing errors 
in inventories of raw materials, work in process, or finished goods; errors in 
the purchase records and accounts; a loss on inventory price decline errone¬ 
ously included in cost of sales; or, possibly, an improper diversion of inven¬ 
tory involving fraud or larceny. Regardless of the cause, the deviations must 
be traced completely and commented upon fully in the audit report. 

Cost systems must be studied with a view toward determining the accu¬ 
racy of the figures for manufacturing costs resulting from the method of 
cost accumulation in force. Inventory requisition summaries should be in¬ 
spected and the quantities traced to the credits on inventory stock cards for 
a test period. The quantities shown on the requisition must agree with the 
quantities shown on the inventory stock cards as disbursements. If disburse¬ 
ments for which requisitions have not been issued are shown on inventory 
stock cards, there is evidence of inventory manipulation and, possibly, of 
theft by the stockkeepers. Authorizations to sign inventory requisitions 
should be compared with the signatures appearing on the requisitions. If it 
is discovered that control in this respect is loose, the auditor can render a 
valuable service to the client by pointing out the necessity and the value of 
strict inventory control. 

The unit prices placed on the requisitions for determination of the cost 
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charged to Work in Process must be compared with the cost of the stock 
issued. The extensions must be verified and the extension amount traced to 
the Work-in-Process Ledger. The auditor will find differing opinions as to 
what cost should be used—for example, weighted average; moving average; 
first-in, first-out; last-in, first-out; base or minimum stock method; standard 
cost; etc. Each system has its advantages and disadvantages, and the auditor 
should not take an arbitrary position with respect to any of them. He should 
be interested in ascertaining that, whichever method has been chosen, it is 
followed consistently and results in proper income determination. 

In companies maintaining a uniform markup on merchandise, the au¬ 
ditor must exercise care to ascertain that ' accommodation” purchases, usu¬ 
ally made for employees or friends and sold at cost, are not included in 
sales or in purchases; if they are included, gross profit percentage figures 
are distorted. 

Ratio analysis figures must be developed, analyzed, and presented in the 
audit report. Labor charges, both direct and indirect, must be analyzed so 
that the accuracy of distribution to departments and to products is ascer¬ 
tained; this verification must be performed in accordance with the method 
of distribution employed in each individual case. 

Expenses 

In the audit of expenses the important objectives are to determine 

(a) the necessity for the incurrence of the expense, although the auditor 
is in no position to criticize expenses that appear to him to be unwarranted; 

(b) the purpose of the expense; ( c ) the correctness of the recording of 
the expense; ( d) the correctness of the expense, based upon billings or 
calculations; and ( e ) the proper account classification of the expense. In 
all cases in which expenses are verified, the auditor must be alert to be of 
real service to his client so that he can suggest procedural changes, curtail¬ 
ments, and expansions which might result in added net income. 

In general, in a detailed audit of expenses, the accountant must verify 
the authorization for each expense, examine the voucher supporting the 
original book entry, verify the book entry, vouch the entries to the accounts, 
and verify the expense distributions. If less detailed work is to be performed, 
or if the auditor so desires in a completely detailed audit, he may take each 
expense account and audit by analyzing it and working back to the books 
of original entry and the vouchers. Care must be exercised to make proper 
distinction between revenue expenditures and capital expenditures. Also, 
the auditor must not forget that a paid cheque in itself is not necessarily 
good evidence of the propriety of an expense; all cash items should be paid 
by cheque, and the cheque plus properly approved vouchers constitutes 
prima-facie evidence of the legitimacy of the expense. All of the procedure 
discussed earlier in this book in connection with cash disbursements applies 
to expenses. 

All expenses should be analyzed on a comparative basis with preceding 
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years, both as to amounts and as to percentages of totals or percentages of 
increase or decrease. Examine the following analysis: 


Explanation 

Year 

1951 

Year 

1950 

Increase or 
Decrease 
1951 over 
1950 

Percentage 

(+ or “) 
1951 over 
1950 

Net sales. 

$150,000 

$100,000 

+$50,000 

+50% 

Advertising expense. 

$ 5,000 

$ 6,000 

- 1,000 

-20% 

Percentage of advertising to 
sales . 

3.2% 

6.0% 




In such an analysis, the interpretation is that sales increased by $50,000 
or 50 per cent in 1951 as compared with 1950, whereas advertising de¬ 
creased 20 per cent in 1951 as compared with 1950. In 1950, $0.06 of 
every sales dollar went to advertising; whereas, in 1951, only $0,032 went 
for the same purpose. In terms of sales, advertising decreased by almost 50 
per cent. 

The auditor must understand the judicious employment of dollar and per¬ 
centage comparisons and must be certain that he is not misleading the client 
by their use. He should, however, make extensive use of trends and com¬ 
parisons for all expense accounts for the guidance of the client. 

Wages. Payroll procedure was discussed in Chapters 6 and 22, but cer¬ 
tain phases are re-emphasized at this point. Payroll procedure varies for 
almost every employer; consequently, the auditor must use ingenuity rather 
than fixed rules in auditing wages expense. 

In starting an audit of wages, the first act is to study thoroughly the en¬ 
tire payroll procedure, from hiring through payment of the employee. Im¬ 
portant points considered here are the method of calculation of the payroll, 
the method of verification of the payroll calculations, and the method of 
paying the employees. One cardinal principle stands out in all cases: The 
more people engaged in the payroll process, the smaller the chance of error 
and the opportunity for manipulation. Adequate checks on procedure should 
be placed in the early stages of payroll accumulation rather than at the 
actual payment end, because most payroll frauds are committed by people 
having access to time and employment records rather than by those pre¬ 
paring cheques and pay envelopes. 

If an employment department is maintained, the auditor should secure 
from it a list of all employees and their rates of pay. He must also obtain 
a schedule of all increases and decreases in rates made during the audit 
period. Termination methods must be investigated and co-ordinated with 
the methods of removing people from the payroll, in order to be certain 
that ex-employees are not maintained on the records for the benefit of some¬ 
one not entitled to the compensation. All extensions and additions on the 
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individual earning records and the payroll journals should be approved by 
someone who has no access to the cash and no connection with the pay¬ 
ment of the employees. The amount of each periodic payroll should be 
verified against the amount shown in the Voucher Register and in the 
Cheque Register; the cheque or cheques for the payroll should be net— 
that is, after deductions for federal old-age benefits, income taxes withheld, 
fines, food, contributions, hospitalization, etc. If one cheque is issued and 
cashed to cover the entire payroll, and if the employees are then paid in 
cash, the payroll cheque preferably should be for the exact net cash amount 
of the calculated payroll. Sometimes, the blanket cheque is in excess of the 
correct amount. The auditor must trace all excess amounts back to the bank 
as deposits or trace the excess amount to a payroll fund, if one is maintained 
for advancing wages and for termination pay. When individual payroll 
cheques are used, the cheques or the Cheque Register (after the cheques 
have been compared with the register) should be totaled to ascertain that 
the total amount is in accordance with the payroll records. Also, the paid 
payroll cheques must be inspected for agreement of the name, date, amount, 
and cheque number thereon with the payroll record. Endorsements must 
also be examined. Multiple endorsements on payroll cheques should be 
scrutinized, especially when the second endorsement is that of a company 
official, payroll employee, or foreman; however, a second or subsequent en¬ 
dorsement is not necessarily evidence of irregularity, since payroll cheques 
are freely cashed by grocers, tavern keepers, and other tradespersons. 

When wages are paid either by cash or by cheque, the method of paying 
the employees must be given close attention. The person who accumulates 
the payroll should not pay the employees, and the person who distributes 
the payroll should not prepare the cheques or envelopes. 

Quarterly state unemployment reports, quarterly federal old-age benefits 
tax returns, and the annual federal unemployment tax return should be 
examined and compared with the individual earnings record of each em¬ 
ployee and summarized to the total quarterly or annual payrolls, after giv¬ 
ing consideration to exempt and to all exempt labor. 

The auditor must investigate and trace the disposition of unclaimed cash 
wages. Unclaimed wages usually are held for a few days, at the end of which 
time they should be redeposited in the bank and a liability account credited; 
during the few days’ holding period, the unclaimed wages should be locked 
in the safe. 

Wage advances are commonly made from a payroll fund accumulated 
for that purpose or from petty cash; the petty cash should show proper re¬ 
imbursement either at payday or at the time the petty cash is reimbursed. 
If the auditor or the client is suspicious of payroll padding, the auditor 
should assume the job of paying employees and then control the unclaimed 
wages. Surety bonds for employees handling money should be obtained by 
the client in all cases. 

In factories using adequate cost systems, all direct labor is charged to the 
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cost of production and all indirect labor prorated to the cost of production 
on selected bases. The totals of the direct and indirect labor charged to pro¬ 
duction theoretically should equal the total payroll for the period. The au¬ 
ditor can test the accuracy of the payroll by adding labor costs from the cost 
cards or other production records and checking the total against the payroll. 
Such a test requires adjustments for accruals at the beginning and at the 
end of the period. If the payroll is above the distributed amount, something 
is probably wrong with the payroll; if the payroll is below the distributed 
amount, something is probably wrong with the cost distribution system. 

When, under federal income tax regulations, a qualified pension plan 
is in existence, the auditor should examine the provisions of the plan and 
the approval of the Treasury Department and ascertain that the covered 
personnel is within the legal limitations required by law; this must be done 
in order to determine the federal income tax return deductibility of the com¬ 
pany's portion of the contribution to the pension fund. 

Salaries. For audit purposes, it may be assumed that salaries and wages 
are differentiated (a) by classifying the former as applicable to major and 
minor administrative, sales, and factory personnel and classifying the latter 
as applicable to office, store, factory, etc., employees; or ( b ) by classifying 
salaries as fixed periodic rates of pay and wages as hourly or daily rates. The 
auditor should consult the Minutes Book of the board of directors and all 
actions of the executive committee for the salaries of executives and then 
determine that salary payments to those individuals have been in accordance 
with the authorizations. To do this, paid cheques, account entries, and book 
entries must be verified. Accruals as of the end of the year must be verified. 

If bonuses are payable to executives, contingent upon profit operations, 
the auditor must be extremely careful to ascertain that nothing has been 
done by way of padding incomes or ignoring expenses or by fictitious re¬ 
duction of expenses in order to present a more favorable showing and 
thereby open the way for excessive bonuses. After the auditor has been con¬ 
vinced that profits are correctly computed, the calculations of the bonuses 
must be verified and vouched to the accounts. The auditor has a twofold 
duty where there are profit-sharing plans of any description. He must ascer¬ 
tain that neither the potential recipient nor the company is harmed. Profit- 
sharing and bonus plans assume a wide variety of forms. Regardless of the 
plan, the auditor must understand it and determine that distributions are in 
accordance with its provisions. 

In a great many cases, both in corporations and in partnerships, officers 
are permitted to maintain drawing accounts which are, in effect, salary 
advances if the account has a debit balance and which are in the nature of 
current liabilities if the account has a credit balance. There are usually 
understandings or agreements with respect to the limitations placed on these 
amounts; and the auditor must vouch the entries to ascertain that the ac¬ 
counts are in accordance with the agreements and that they are not being 
written off the books at the arbitrary order of an official, an action that will 
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result in the overpayment of the officer. If debit balances are shown in the 
Drawing account at the end of the period after proper allowance for salary, 
the account becomes a loan to officers. The action should then be incor¬ 
porated in the directors’ record and approved by the directors, or the subject 
must be covered fully in the report. In any case the auditor should point out 
to the directors that an approval of such a loan or advance, or subsequent 
ratification of it, makes all directors so approving or ratifying the loan or 
advance personally responsible for the amount of the loan. 

Commissions. Commissions apply almost exclusively to salesmen. The 
auditor must understand the method of computing commissions. In certain 
companies, commission rates will vary with quantity, territory, and product. 
In auditing commissions expenses, the original sales data must be verified 
for accuracy and the commissions verified in accordance with the terms of 
the commission agreement, which should stipulate rates and methods of 
payment. The amount according to the computation should be vouched into 
the accounts of the ledger and into the subsidiary accounts for the individual 
salesmen. In many cases, salesmen draw advances against future commis¬ 
sions. The auditor must determine that the drawing accounts have been han¬ 
dled in accordance with the agreements with the salesmen, and he must 
ascertain that all debit balances in commission drawing accounts for ex¬ 
employees are written off to expense. The accounts with debit balances for 
active employees constitute prepaid expenses. 

Depreciation. A long discussion of depreciation will not be entered 
into at this point. The reader should be familiar with all of the various 
phases of depreciation, so that he may be equipped to audit depreciation 
expenses. As stated previously, depreciation expenses ordinarily are verified 
in connection with the audit of the depreciable asset. In auditing deprecia¬ 
tion expense, the auditor must determine that it is based upon proper cost 
or other basic value. The amounts of depreciation taken must be in ac¬ 
cordance with sound practice for the particular assets involved. The amount 
of depreciation need not necessarily be the same for tax and other purposes; 
when the amount of the depreciation in the income tax return is not the 
same as on the income statement, an explanation for the difference should 
be offered. The auditor must ascertain that the depreciation taken in any 
one year is applicable to that year and not to former years. Methods of cal¬ 
culating depreciation may be varied, but the best practice in any case is to 
follow one method consistently. Use of a blanket rate of depreciation for 
all assets constitutes unacceptable practice; each asset or related group of 
assets should have its own account, depreciation rate, and allowance. Ob¬ 
solescence and inadequacy must not be forgotten when rates are established. 
The auditor must verify the calculations and analyze each account to ascer¬ 
tain that it is correct in every detail. Proper proration of depreciation ex¬ 
pense must be made between the manufacturing, selling, and administrative 
divisions of a business. Charges to allowances must be completely verified 
in every instance. When assets are scrapped, sold, or otherwise disposed of, 
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the auditor must be certain that the entries are correctly made and that the 
accounts clearly reflect the disposal of the asset, the reduction of the al¬ 
lowance, and the profit or loss on disposition. Depreciation should not con¬ 
tinue to appear as an expense upon fully depreciated assets; if the allow¬ 
ances have been adjusted because prior depreciation was too liberal, the 
decrease in the allowance is transferred to Retained Income or to current 
profit and loss as an extraneous non-recurring item. 

Alterations. Alterations may be revenue expenditures, or they may be 
capital expenditures. Often, the auditor finds it necessary to discuss the mat¬ 
ter of alterations with the client in order to make the proper distinction; 
in any event, after talking with the client, the auditor must use his own 
judgment as to the proper classification. When property—real or personal 
—is purchased, certain alterations probably are necessary in order to place 
the property in condition for proper use by the new owner. Outlays of 
this nature on newly acquired property should be added to the cost of the 
property, on the theory that the cost of an asset is its purchase price plus 
all costs necessary to place the property in usable condition in accordance 
with the wishes of the purchaser. The auditor must be certain, then, that 
alterations made to newly acquired assets are not charged to expense; this 
is ascertainable by an analysis of the asset accounts and of the repair or 
maintenance accounts. 

Major alterations may be set up as deferred charges to be written off as 
fast as is reasonably possible, but the better practice is to charge them to 
expense upon incurrence. The auditor should examine all expense vouchers 
and shop orders to obtain the amount of the alteration expense. 

Repairs. Repairs may be ordinary or extraordinary. Ordinary repairs, 
like alterations, should be treated as expenses and must be verified by the 
auditor. Ordinary repairs simply tend to maintain an asset in good operat¬ 
ing condition. Extraordinary repairs, although they do not make the asset 
more valuable or more efficient than it was when originally acquired, may 
have the effect of lengthening the life of the asset over normal expecta¬ 
tions and therefore may be chargeable to the allowance for depreciation. 
Inquiry must be made of the expectations when the ordinary or extraor¬ 
dinary repair was made, and the auditor must be guided accordingly. 

Improvements arc not expenses but are capitalized by adding the net 
improvement cost to the cost of the asset. Improvements render the asset 
more valuable than it was before the improvement was made. Of course, 
there are bound to be differences of opinion concerning the increase in the 
value of the asset or the lack of an increase in value; and the most con¬ 
servative practice, when doubtful, is to charge the item to an expense ac¬ 
count. The lines of demarcation between ordinary repairs, extraordinary 
repairs, and improvements are not easy to find; and the auditor must use 
good judgment in every case. There is no hard and fast universal rule to 
follow. 

Ordinary and extraordinary repairs, alterations, and improvements are 
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not always easy to audit. Some companies consistently maintain their own 
equipment, whereas others do some of their own maintenance work and 
have some of it performed on the outside. In the latter case, no difficulties 
are encountered, since the expenses are usually supported by approved 
vouchers resulting in the disbursement of cash. When repairs are made 
by an internal staff, the cost data may be rather poor. Repairs and im¬ 
provements may entail labor, material, and, in some cases, overhead; and 
each expense element must be verified before the auditor can feel assured 
that the expense or capital charge is correct. If each repair or improvement 
job has a job order card prepared for it, listing the three elements of cost, 
both the client and the auditor are materially aided in arriving at the cor¬ 
rect cost and the proper distribution. Repair jobs should not absorb factory 
overhead; improvements may be permitted to absorb factory overhead to 
the extent that overhead is increased because of the improvement. 

Certain companies create maintenance equalization reserves, charging an 
expense account for an equal annual amount. When alterations, repairs, 
ordinary part replacements, and so on, are made, the cost is not charged 
to expense but to the reserve. The actual outlays in any one year will not, 
in the majority of instances, be equal to the expense set up; but the theory 
is that such practices level out maintenance costs and thereby keep produc¬ 
tion costs in equality from year to year. In any audit involving maintenance 
items, the property and equipment accounts must be carefully analyzed to 
be certain that true expenses are not capitalized. 

Spoiled Work. Spoiled work results in an expense that may be taken 
up through the cost of the completed units but that is better taken up by 
a credit to Work in Process or Finished Goods and a charge to some special 
account, such as a Spoiled Work account, which is treated as a manufactur¬ 
ing overhead expense. Of course, this treatment results in the finished prod¬ 
uct ultimately absorbing the cost of the spoiled and defective work; but 
normal unit costs are not drastically distorted. The auditor must investigate 
the method of treating spoiled work and ascertain that the treatment is in 
accord with sound practice, so that correct costs are shown. Production must 
be credited for the cost of the spoiled material, the labor, and the overhead 
in the product at the time of spoilage. Unreasonable amounts of spoiled 
work must be commented on in the audit report and must be considered in 
the light of the type of product manufactured. Some industries have ex¬ 
tremely high spoiled-work costs, as exemplified by the clay products in¬ 
dustries, the knitting industries, and certain food products industries. 

Idle Plant. In accounting for idle employee time and idle equipment 
time, the auditor should ascertain from his audit of wages and depreciation 
distribution that the cost of the idle time is truly reflected in the accounts; 
and he should attempt to prepare an analysis showing the reasons for the 
idle time. The unit cost of production is indirectly increased by idle time, 
because the idle time cost is spread over the cost to manufacture. The au- 
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ditor should examine the departmental manufacturing expense summaries 
for all records of idle time, analyze them for causes, and suggest remedial 
measures if the causes are within human control. 

Research and Development Costs. Research cost is the cost of discov¬ 
ering a new idea. Development costs are those necessary to place the re¬ 
search findings on a commercial basis. Many companies conduct their own 
research and development work with the fundamental thought of develop- 
ing parents, products, and processes that will become valuable income-pro¬ 
ducing adjuncts of the business. The auditor usually discovers that outlays 
of this nature are difficult to audit, simply because the results of research 
and developmental work are hard to interpret in terms of subsequent as¬ 
sets, Conservatism should always prevail, with the tendency toward charg¬ 
ing such items to expenses as opposed to their capitalization. It is perfectly 
proper to capitalize these costs when patents of value are produced, but the 
optimism shown by capitalizing these items before patents are granted and 
proved is outside the range of good judgment. Some companies carry cer¬ 
tain of their research and developmental costs forward as deferred charges, 
awaiting the time of patent, process, or product development or the time 
when it is conclusively shown that the items should be charged to expense. 
If costs of this nature are treated as deferred charges, the charges should 
be amortized over the life expectancy of the developed patent, process, or 
product. In verifying these costs, the auditor must investigate thoroughly all 
items either capitalized as assets or treated as deferred charges; to do this 
adequately, he will be forced to base his conclusions largely upon the in¬ 
formation supplied to him by responsible officials. In any situation, he 
should be firmly convinced that the reasons for capitalizing or deferring 
the items are sound and legitimate; if he is not, he should insist upon charg¬ 
ing them immediately to an expense account. 

Heat, Light, and Power. Any or all of these items may be purchased. 
If they are purchased, the auditor must examine all invoices, check the com¬ 
putations on several of them, and vouch the invoices into the records and 
accounts. Paid cheques should be examined as additional verification to de¬ 
termine the correctness of the items. If any or all of the items are produced, 
the purchases of supplies and expenses necessary to production are verified 
as if the service were purchased; in addition, labor, supplies, and deprecia¬ 
tion expenses must be audited. A comparative analysis of the cost of pro¬ 
ducing, as opposed to purchasing, is always enlightening. The auditor must 
verify the distribution of the items over the departments of the company 
and into the products if the company is a manufacturing concern. 

Employee Welfare. Today, many companies maintain welfare depart¬ 
ments of extensive scope and activity, ranging from employee education for 
the benefit of the business to family care for the benefit of the outside life 
of the employee. The expenses of this nature should be audited by analyzing 
the welfare accounts into similar activities and then vouching the expenses. 
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The auditor should exercise care to determine that those authorized to incur 
expense of this nature do not exceed the budget limitations, both for money 
spent and for purpose of purchase. 

Supplies: Office and Factory. The important point in the verification 
of supplies expense is to ascertain that the correct differentiation has been 
made between the expense and the inventory elements. If the supplies in¬ 
ventory is correctly stated, the expense is correct; therefore, the auditor must 
verify the inventory, then examine all invoices for supplies, vouch them to 
the registers and the accounts, examine paid cheques, and trace them 
through the cash disbursements records. If perpetual inventory records are 
maintained for supplies, these must be verified against the inventory con¬ 
trolling account. The correct distribution of supplies expense over the vari¬ 
ous divisions of the company must be verified to ascertain that one division 
is not overburdened and another division freed of expenses properly charge¬ 
able to it. In some companies, all supplies are charged to expense as they 
are purchased, in which cases supplies inventories do not appear. 

Custom Duties. Custom duties should be verified in order to ascertain 
the correctness of their computations. After determining this, the paid 
cheques are compared with the invoices and the book entries. Custom duties 
preferably should be added to the cost of the item purchased; in some in¬ 
stances, they are treated in the same manner as charges for transportation-in. 

Taxes. In the majority of audits the accountant prepares the return for 
the client. The income statement should be designed to show the income 
before federal taxes and the net income after federal taxes. The amount of 
the annual federal income tax should be charged to an expense account and 
a liability credited. Additional income tax assessments of prior years and 
refunds of prior years preferably are shown in the current income statement 
as extraneous non-recurring income; many accountants prefer that adjust¬ 
ments of federal income taxes of prior years be shown in the statement 
of retained income. 

Real property taxes are verified by comparison of the tax bills with the 
accounts and journals. Real property tax bills commonly are not submitted 
until some time after the expiration of the taxable period; in cases of this 
nature, former tax bills and expected rate and assessed valuation changes 
must be taken into consideration and the tax accrual set up in accordance 
therewith. 

Personal property and intangibles taxes, franchise taxes, state income 
taxes, processing taxes, etc., are verified by examining the return, by com¬ 
puting the taxes in accordance with the audited records of the company and 
the tax laws, and by vouching the entries through the books to the accounts. 

The federal old-age benefits tax, both the amount contributed by the 
employee and the amount contributed by the employer, must be verified 
by reconciling the payroll records to the returns and by verifying the com¬ 
putation of the tax; the federal unemployment tax and state unemployment 
taxes must be verified in the same manner. 
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Some taxes are paid in advance, whereas others accrue. The auditor must 
understand the purpose, nature, and period of the tax and compute the 
expense, prepayment, and accrual in each instance in accordacne with the 
provisions of the law. He must also ascertain that the distribution of the 
taxes is correct between the manufacturing, selling, and administrative di¬ 
visions of the company. 

Rent Expense. Rent expense is verified by an examination of the lease 
or by inspection of the rent bills or receipts. The total rent for the period 
is vouched into the journals and the accounts, and the paid cheques are 
examined. If portions of the premises are subleased, the sublease income 
may be (a) credited to other income or ( b ) credited to the Rent Expense 
account. No matter which method is used, the income statement should 
show the gross rent expense and the subrent incomes separately; offset 
should not be used. 

Advertising Expense. Advertising expense is analyzed by examining the 
contracts with the advertising agency, if one is employed. Copies of ad¬ 
vertisements usually are retained, and these should be scanned. Invoices 
from agencies, magazines, newspapers, and other outlets are examined and 
vouched into the journals and the accounts. Advertising costs should be 
compared with former years and the analysis interpreted in terms of the 
income-producing results of the advertising. 

Entertainment. Entertainment expenses are difficult to audit. The au¬ 
ditor at least should ask for memoranda concerning the expenditures, and 
he should insist that a major executive approve the amounts. The auditor 
must vouch the expenditures into the proper accounts and must, from in¬ 
quiry and investigation, feel certain that the amounts designated for enter¬ 
tainment are not being diverted to the personal enrichment of some 
employee or officer. Unreasonable expenditures for entertainment frequently 
are disallowed as a deduction for federal income tax purposes. 

Traveling Expense. Different companies demand reports varying in 
amount of detail for traveling expenses incurred by officers and employees. 
The auditor should review the traveling expense reports and note all ob¬ 
vious items which pad the report to fictitious sums; he should discuss these 
matters with the proper official. The expenses should be summarized and 
vouched to the accounts. Usually, the auditor can detect overstated expense 
reports, since certain items have the habit of reappearing with startling fre¬ 
quency. Naturally, the auditor has no right to demand that officers and re¬ 
sponsible persons submit expense reports in minute detail. Such practice 
is desirable but might result in a person’s devoting most of his time to prep¬ 
aration of reports. For purposes of federal income tax deductions, it is im¬ 
perative that full and authentic support be given to traveling expense 
reports. Some companies do not watch traveling expenses closely enough, 
with the result that unnecessary sums are spent in this direction. Other com¬ 
panies want their representatives to travel in complete comfort and good 
style, for the effect upon customers. The auditor has no tight to set him- 
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self up as a judge as to how a person should travel and live. He simply 
should ascertain that the client is not being cheated. A great many com¬ 
panies allow employees a flat sum per week or month for traveling; and, 
if the employee saves part of this flat amount, it belongs to him. 

Transportation-Out. The auditor must check the transportation charges 
and vouch them through the accounts. Many auditors consider this unneces¬ 
sary, but shipping charge errors are numerous. If the client is the vendor, it 
frequently happens that shipments are made F.O.B. destination, with the 
understanding that the vendee will pay the freight and deduct the amount 
of the payment from the remittance made to the vendor. The correctness 
of such deductions should be verified, because in many cases the vendee de¬ 
ducts amounts in excess of the correct amount. The auditor can point out 
the loss of revenue in this direction, but the action from that point rests 
with the client; he may be cognizant of the excessive amounts being de¬ 
ducted and may be charging the customer enough to cover them; on the 
other hand, he may be faced with the problem of calling the customer’s 
attention to the matter and then losing the customer. If the vendor is creat¬ 
ing reserves for transportation in accordance with the estimated amounts 
still to be deducted on the basis of the accounts receivable at the end of the 
period, the auditor must verify the computations. 

Delivery Expense. Delivery assumes a multitude of forms, and no at¬ 
tempt is made here to discuss the advantages and disadvantages of the vari¬ 
ous systems or to analyze relative costs. Regardless of the method of 
delivery used, the auditor must verify all expenses by examining invoices, 
wages, depredation, repairs, replacements, and additions; and by vouching 
all items into the accounts. Delivery expenses should be analyzed on a com¬ 
parative basis in order to show comparative totals and to show variations 
in unit costs of delivery from period to period. 

Insurance. Insurance expense is most easily verified on the working 
sheet used for the computation of prepaid insurance. The auditor must ex¬ 
amine the invoices rendered by the insurance company or its broker and 
vouch them through the journals and the accounts as any expenditure is 
verified. Further, he must compute the amount of expense and the amount 
of prepayment on each policy and verify his computations against those of 
the client. The auditor must ascertain that the coverage carried is sufficient 
to protect the client against loss and at the same time is not so great that 
the client is incurring unnecessary expenses. In the event that policies are 
canceled, the return of any premium must be vouched to the bank state¬ 
ment. Certain types of insurance, such as inventory and workmen’s com¬ 
pensation, wherein the premiums are based upon amounts of inventory or 
upon the payroll, may result in prepaid expenses or accrued expenses at any 
one time. The auditor must verify distributions of insurance among the 
manufacturing, administrative, and selling divisions of a business and over 
the various departments of each division. Coinsurance clauses must be in¬ 
vestigated. Some companies carry an Insurance Register; if one exists, the 
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policies and computations must be verified against the register data. In some 
cases, insurance policies are not on hand for examination, owing to existing 
liens on assets or because all policies are kept in some centralized distant 
point; in such cases the auditor must rely upon the data supplied by the in¬ 
surance broker. 

Uncollectible Account Expense. Uncollectible account expense nor¬ 
mally is verified at the time of auditing the accounts receivable and the 
allowance for bad debts. The method used to create the allowance should 
be conservative enough to provide for all possible losses. The allowance 
for uncollectible accounts is audited by verifying all charges made to the 
allowance during the year and by verifying the credits arising from recov¬ 
eries of accounts formerly charged off as uncollectible and from the creation 
of an additional allowance at the end of the year. The amount added to 
the allowance at the end of each period is checked in conformity with the 
practice followed by the company. The general ledger accounts should be 
verified to ascertain that they are in agreement with the computations. All 
overdue accounts must be shown in the working papers, so that the ultimate 
disposal of all such accounts can be thoroughly verified. 

The auditor should determine that the allowance at the beginning of the 
year conforms with that in his working papers of the preceding year, so 
that he may reconcile the allowance and the bad debt expense for the year 
under review. All amounts recovered on accounts formerly written off must 
be completely verified. The auditor should list all such recoveries indicated 
by credits to the allowance and vouch the entries through the debit and 
credit side of the accounts receivable accounts and into the cash records and 
then into the bank, in order to prevent misappropriation of funds from cus¬ 
tomers whose accounts have been formerly written off as uncollectible. 
When an account that has been written off is later collected, it should be 
reopened and the allowance credited, so that the account receivable clearly 
shows that collection was effected; such information may be valuable to 
the sales and credit departments later on. All accounts written off during 
the accounting period should bear the approval of a responsible official 
who has reviewed the entire history of the account. This should be a re¬ 
quirement ( a ) because collection attempts may have been inadequate and 
(b) because an account receivable could be written off as uncollectible and 
the receipt of cash from the collection diverted to improper channels. The 
subsidiary accounts receivable should be reviewed in some detail to deter¬ 
mine that the accounts have been reopened in the event of collection, after 
charge-off, and to determine that no accounts appear as reopened when 
equivalent cash debits cannot be found in the Cash Book. 

Some companies use allowances for uncollectible accounts, whereas oth¬ 
ers use the direct charge-off method. Under the latter plan, recoveries should 
be credited to an income account. The auditor should ascertain whether or 
not the client is attempting to collect accounts that have been written off; 
the client should always be encouraged to try to collect unless there is posi- 
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tive evidence of uncollectibility. Notations of all collection attempts and the 
results attained should be written in the accounts, so that a complete history 
is given in one place. 

Legal Expense. Invoices submitted by attorneys should be called for and 
verified against the amounts appearing in the legal expense accounts. Fre¬ 
quently, at the close of a period, the final statement of the attorney has not 
been received; this fact must not be overlooked. Amounts spent for legal 
fees in defense of title to property, patent infringements, and the patenting 
of products or processes may be capitalized in some instances. The auditor 
must watch carefully for outlays of this nature and make proper distinction 
between capital and revenue charges, and he should always ascertain that 
all doubtful items are charged to expense. An audit of legal expense often 
leads to the conclusion that liabilities may result because of the possibilities 
of suit losses. In such cases the situation should be mentioned in the audit 
report, and the auditor might provide for the creation of contingent liabili¬ 
ties. 

Postage. Usually, the auditor will not concern himself greatly with 
postage expense. He should determine that the client obtains a receipt when 
postage stamps are purchased, in order to be certain that the amount au¬ 
thorized is purchased; or he may ask the client to have someone verify each 
purchase as it is returned to the company. The stamps should be under the 
control of one person and should not be given out promiscuously to any 
employee demanding them. The auditor should make a rough check, if 
possible, to determine that the postage expense is reasonable in comparison 
with the normal volume of mail. The adoption of meters has done much 
to promote good practice with respect to postage. The auditor should in¬ 
vestigate to determine that the client is mailing packages, circulars, and 
other mail matter by the cheapest possible method under federal postal 
regulations. 

Future Business Expense. Promotional work, advertising, and exploita¬ 
tion expenses frequently are incurred in advance of the period when sales 
will result from the outlays. This is a situation commonly found in indus¬ 
tries whose products are of a seasonal nature. If the company practice is 
to defer such expenses until the season or year of income, the items properly 
may be set up as deferred charges. The actual incurring of the expense must 
be verified by inspection of authorizations, vouchers, invoices, and paid 
cheques. As to the proportion of the expenses to be deferred, the auditor 
may rely to a reasonable extent on the judgment of the client. In succeeding 
audits, he must analyze the accounts to ascertain that the deferred amounts 
have been written off to expense. Deferring such items permanently must 
not be permitted, even though no income has been realized. 

Sales Discount. The auditor must become conversant with the terms 
of sale granted customers. Sales discounts given customers should be verified 
in examining the cash receipts records of the company. Discounts on billings 
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should be computed for correctness of amount and checked against the dis¬ 
count recorded; the amount appearing as a discount must not exceed the 
amount of the computation. The amount of the net cash receipt should be 
verified against the duplicate deposit slip to be certain that employees are 
not defrauding the company by overstating the sales discount and abstract¬ 
ing an equivalent sum from the cash receipts. Sales discount columns in 
cash receipts records must be footed to determine that they are not over¬ 
stated and the cash receipts total understated; postings are vouched to the 
general ledger accounts. When differences from the customary credit terms 
appear, the auditor must investigate the discrepancies and have a responsi¬ 
ble official approve the larger discount in order to protect the client against 
fraudulent practices. 

Interest Expense. Interest expense commonly is \erified in connection 
with the audit of the notes payable, loans payable, mortgages payable, and 
bonds payable. Interest rates must be verified in order to determine that the 
interest expense is not in error because of the application of an incorrect 
rate. The interest expense appearing in the records of the company is not 
complete evidence of its correctness, and the auditor must verify all cal¬ 
culations. The entries for interest are vouched through the books into the 
accounts. It should be ascertained through inspection of cash disbursement 
records and paid cheques that interest is paid when due, in order to avoid 
penalties, if such exist, in connection with a loan. The auditor’s best pro¬ 
cedure is to prepare a schedule of interest expense based upon interest-bear¬ 
ing liabilities covering the audit period. The interest expense is then veri¬ 
fied for the period, not forgetting interest accruals and the amortization of 
prepaid interest expense. 

Miscellaneous 

Organization Expense. Organization expense should be audited to ascer¬ 
tain that the items charged to the account are truly concerned with original 
organization. The auditor must inspect all invoices rendered to the client 
and must completely investigate all charges to the account not supported 
by documentary evidence. Then all transactions must be traced to the ac¬ 
count. The preference of the author is to charge all items to expense as 
organization charges are incurred, rather than to defer them. Some account¬ 
ants prefer to allow organization expense to remain on the books indef¬ 
initely; some advocate its write-off over a period of from three to five years. 
The Organization Expense account may contain such items as incorpora¬ 
tion fees, legal costs during organization, cost of capital stock certificates, 
accounting fees during organization, transfer stamps, and similar items; but 
it definitely should not include discounts on capital stock, bond discounts, 
or losses of early years. Organization expenses are not deductible for federal 
income tax purposes. 

Sales of Treasury Bonds. The acquisition of treasury bonds at a price 
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other than book value results in an extraneous gain or loss. Subsequent 
reissue of such bonds may be at a discount or at a premium measured from 
par value, just as in the case of original issue. 

Branches. The majority of branches are sales branches; some are pro¬ 
duction branches, and some are both sales and production branches. In 
many cases the branches do not maintain complete accounting records but 
send periodic reports to the home office, where all accounting is performed. 
Some branches, however, maintain quite complete accounting records; in 
such cases, reciprocal accounts appear on the books of the branch and the 
home office. In the rare event that the auditor does not examine the accounts 
at the branch, he must carefully scrutinize all branch accounts available at 
the home office and state in his audit report that the branches were not 
examined. The branch items—consisting usually of cash, accounts receiva¬ 
ble, notes receivable, inventories, and current liabilities—should be dis¬ 
cussed with the proper officers when the branches are not visited, to be cer¬ 
tain that acceptable accounting principles are being applied at the branches. 
When branch records are kept at the home office, the auditor follows the 
same procedure on the audit as he does for the home office records. Many 
home offices bill merchandise to the branches either at retail or at some 
price in excess of cost, in order to keep the branch in ignorance of branch 
profits and losses. In such cases, care must be exercised to ascertain that mer¬ 
chandise is priced at proper figures for balance sheet and income statement 
purposes. 

Containers. When merchandise is shipped in returnable containers, the 
company will ( a ) make no charge to the customer for the container, 

(b) charge the customer for the container and refund the deposit or credit 
the amount to the customer’s account upon the return of the container, or 

( c ) make no specific charge as such to the customer and credit the customer 
for a certain sum upon the return of the container. If a company can use a 
container more than once, the item should be treated as an asset; and an 
expense, which is in conformity with the depreciation or breakage incurred, 
should be recognized. In order that the auditor may verify the expense in 
connection with the containers, he must, from his former working papers, 
verify the value of the quantity on hand at the beginning of the year, verify 
the purchases made during the year, and ascertain the remaining quantity 
at the end of the year. The chances are that more containers will be in the 
possession of customers than are on hand, and the auditor must be certain 
that the asset value is not overstated and the expense consequently under¬ 
stated. Some companies whose business requirements call for an approxi¬ 
mately constant amount of containers set up a certain amount as an asset 
and charge all additional container purchases directly into expense. As 
pointed out earlier in the book, the auditor must verify the liability to cus¬ 
tomers for deposits made on containers in connection with the audit of the 
item. 

In auditing the accounts of a company that requires deposits on returna- 
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ble containers, the auditor must verify the balance of the Deposit on Re¬ 
turnable Containers account with the physical inventory of the containers. 
If containers have been mutilated or converted to the use of the depositor, 
making a return an impossibility, an expense account should be charged and 
the asset account credited. 

Conclusion 

Procedure will vary from one detailed audit to another. The auditor must 
be guided by the exigencies of each situation as it arises and comes to his 
attention. As stated earlier in the book, exact rules of procedure, which will 
be applicable to every audit, cannot be laid down. An auditor may in one 
instance examine certain accounts in great detail, and in the very next audit 
the same accounts may need only a quick scrutiny. The scope of the audit 
will vary to fit the needs of the particular case, as diagnosed by a review of 
the system of internal control in effect. Jn all circumstances, it is a combina¬ 
tion of thorough knowledge of principles and procedure, sound judgment, 
adequate professional training, and an open mind which designates the suc¬ 
cessful professional accountant. There is only one audit: that which satisfies 
the requirements of the engagement, judged from professional standards of 
performance. 

QUESTIONS AND PROBLEMS 

1. In a detailed audit, how are the duties of the auditor affected by the system 
of internal control in operation? 

2. The board of directors of the Wilshire Company requested that you audit 
the records of the company for the year ended December 31, 1950. You 
were to perform all work necessary for the preparation of a certified balance 
sheet and a statement of income and retained income. 

On the first day of the audit, after examining the non-financial records, you 
intended to examine the cash receipts records, the Invoice Register, the 
Cheque Register, and the accounts with the two cashiers. One cashier was 
located in the central office, the other in the shipping office where cash sales 
were frequently made by pickup customers. 

The treasurer of the company was an acquaintance, who recommended 
you to the board of directors. You made your plans known to the treasurer, 
who immediately informed you that he had examined the accounts with the 
two cashiers, that all transactions handled by the cashiers were correct, and 
that their accounts were correct. He therefore requested you not to perform 
that phase of the work. 

What course of action would you follow? 

3. In the audit of the records of a manufacturing company, what documentary 
evidences ( a ) of authorization for acquisition or payment and ( b) of cor¬ 
rectness of amount would constitute satisfactory evidence in the following 
instances? 

a) A building purchased for cash 

b) Commissions paid to salesmen 



746 - AUDITING: PRINCIPLES AND PROCEDURE 


[Ch. 27 


c) Wages paid to factory employees 

d) Salaries paid to officers of the corporation 

e) Raw material inventories purchased 

/) Insurance premiums on the life of the president of the corporation 

4 The R Company operates a retail store in which all sales are made for cash 
at the time of the sale and recorded on cash registers by the clerks who make 
the sales 

a) State, with your reasons, what records of cash and sales the R Company 
should keep in order to enable an auditor to make a satisfactory verifi¬ 
cation of these items in a detailed audit of the company’s records 

b) In a detailed audit, how should the cash sales be verified? 

5 For a magazine publishing company, how should revenue from subscriptions 
be verified? 

6 You were auditing the records of the General Light and Power Company 
for the year ended December 31, 1951 What would constitute justifiable 
reasons for testing revenues rather than performing a detailed audit of the 
revenues? 

7 During the course of an audit, why is it important to verify the sales against 
the perpetual inventory records, if such records are maintained? 

B What procedure should be followed in the audit of sales returns? 

9 During the year ended December 31, 1951, an estate received cash dividend 
income cf $48,000 Outline the auditing procedure to be followed in verify¬ 
ing the dividend income 

10 Outline a plan for the verification of sales made on a cash-on delivery basis 

11 The Warrick Manufacturing Company maintains a Sales Journal and a Siles 
Returns and Allowances Journal, both journals are supported by a file of 
prenumbered and controlled duplicate invoices and credit memoranda Out¬ 
line the audit procedure for the verification of the net sales for the year 

12 During the course of the audit of the sales of a company, the senior account¬ 
ant in charge of the engagement advised the junior that it would be necessary 
to devote attention to the company’s shipping records (a) for the period 
under examination, ( b) particularly for several days preceding the dose of 
the audit period, and (c) particularly for several days subsequent to the close 
of the audit period 

Why is such attention necessary in ( a ), ( b ), and ( c) ? 

13 A new client, the Woodsfield Company, requests an audit of its records for 
the fiscal year ended June 30, 1951 A certified balance sheet and income 
statement are to be prepared Inventory records have been improperly main¬ 
tained, and, in order to be certain of the income statement, the correct in¬ 
ventory at June 30, 1950, is essential Sales records and inventory purchases 
records have been kept in good fashion Describe the procedure to be fol¬ 
lowed in order to be quite sure that the income statement will present fairly 
the net income for the year ended June 30, 1951. 
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14. A newly organized retail furniture store requests an outline of three methods 
of taking up profits arising from installment sales. Describe three possible 
methods, and indicate the reserves you would advise creating in each case. 

15. Describe the procedure to be followed in auditing the purchase discounts of 
the Wolcott Company for the year ended December 31, 1951. The amount 
of the discounts shown on the records is $12,000. Purchases of inventories 
during the year amounted to $900,000, all subject to uniform discounts of 
2 per cent if paid within 10 days. 

16. Name at least fifteen types of balance sheet items the verification of which 
includes confirmation by someone not a member of the accounting staff of 
the organization whose accounts are under audit; and state from whom the 
confirmation would normally be obtained. 

17. The Gunlas Construction Company is engaged in the construction of large 
office buildings and apartment buildings and justifiably takes up profits each 
year on all uncompleted work in the process of construction at the end of 
each year. How should the auditor for the company verify the accuracy of 
the profit included on partially completed jobs, assuming that all contracts 
are for a fixed sum? 

18. Name several common errors brought to light by an audit of raw material 
purchases. 

19- In a detailed audit, how should purchase returns be verified? 

20. Assuming that a perpetual inventory system is maintained, describe an ef¬ 
fective test for the general accuracy of the original purchase records main¬ 
tained for purchases of raw materials. 

21. During the audit of the records of the Wintrop Company, you examined each 
purchase order and each creditor’s invoice, computed the extensions and 
footings on each invoice, traced each invoice to the Invoice Register, exam¬ 
ined the vouchers supporting the payment of the invoices and compared them 
therewith, traced the vouchers to the Cheque Register, and compared the 
canceled cheques with the entries in the Cheque Register. Was the auditing 
procedure adequate, or should additional operations have been performed? 

22. During his summer vacation at the Clear Lake Vacation Resort, which op¬ 
erates from June 1 to September 1, a certified public accountant was re¬ 
quested to assist the management with certain accounting problems. The 
accountant discovered that the resort properties were depreciated one twelfth 
of the annual amount each month. Is the depreciation policy proper? Discuss. 

23. A large corporation annually prepares a detailed advertising budget for each 
class of product it sells. The appropriated amounts are not divided over the 
months of the year. It consistently adheres to the budgets; and no important 
changes are allowed, although the department managers are permitted to 
make expenditures when and as they deem them advantageous. Sales budgets 
also are prepared. 

It is desired to maintain accounts that will show monthly both the budg¬ 
eted advertising cost and the actual advertising expenditures. How could this 
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be done? It is understood that at the end of the year the accounts will reflect 
only the actual advertising expense. 

(A.I.A.) 

24. Outline the procedure for a detailed audit (a) of cash receipts and ( b ) of 
cash disbursements. 

25. The records of the Wardall Corporation were being audited for the fiscal 
year ended March 31, 1951. Sales were $6.5 million. Cash receipts for the 
year were $6.7 million, and cash disbursements were $6.2 million. Petty cash 
disbursements for the year totaled $898. The petty cash fund was operated 
under the imprest system, and the office manager approved all petty cash 
vouchers prior to their payment; at each reimbursement date, he also totaled 
the disbursements and checked the distribution from the reimbursement 
voucher to the accounts. In what detail should the petty cash disbursements 
be audited? 

26. The audit of the accounts of the local Community Chest indicated total cash 
pledges received of $1.8 million. What procedure should be followed in 
order to verify the accuracy of this revenue figure? 

27. In outline form, present the procedure for a complete payroll audit. 

28. The A Company pays its employees by cheque, whereas the B Company pays 
its employees in cash. The companies are of similar size from the standpoint 
of the number of employees. In the audit of the payroll for both companies, 
wherein would the procedure be (a) the same or (b) different? 

29. In each of the following cases, explain how you would proceed if irregulari¬ 
ties were suspected in the payrolls paid in cash: 

a) Employees who have resigned have not been removed from the payroll. 

b) Casual (non-permanent) labor is paid from an imprest fund. It is pos¬ 
sible to reimburse the fund twice, once by repayment of cash into the 
fund and again through the regular payroll procedure. 

c) Unclaimed wages have been misappropriated by the paymaster. 

30. In outline form, present the procedures that ordinarily should be followed in 
a detailed audit of expenses. 

31. In the audit of the accounts of a taxicab company, what procedure should be 
followed (a) for revenues and ( b) for expenses? 

32. A company has a contract with its sales manager whereby he receives, as 
compensation in addition to his salary, 1 per cent of all annual net profits in 
excess of $100,000 before federal income taxes. In what respects would the 
audit of sales, bad debts, and selling expenses differ in a case of this nature 
from a situation in which a profit-sharing agreement was not in force? 

33. In auditing sales commissions expense, it was discovered that all salesmen 
were credited with full commissions at the time orders were received at the 
factory. In the audit, what points should be watched particularly? 

34. In auditing traveling expenses, what procedure should be followed for a 
company in which both salesmen and administrative executives are traveling? 

35. Outline the procedure for examining sales discounts. 
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36. Assume that it is suspected that the Winfield Company made a profit upon 
the sale of some machinery which had been classified as a fixed asset. The 
examination of the journal entries and the expense and income accounts did 
not reveal evidence of the suspicion. What might be done further to confirm 
or disaffirm the suspicion of a hidden profit? 

37. During the audit of the records of a wholesale grocery company, it was dis¬ 
covered that the allowance for bad debts had been charged with a total of 
19,872.14 during the year under examination. How should these charges be 
verified? 

38. In a detailed audit for a company that has an excellent system of internal 
control over cash receipts and cash disburstments, to what extent should each 
cash receipt and each cash disbursement be verified? 

39- What are the differences between the procedure involved in auditing the 
expense and income accounts ( a) in a balance sheet audit and ( b) in a de¬ 
tailed audit? 

40. A large manufacturer has several manufacturing and selling branches. All 
bills are rendered by the home office, and all collections for products sold are 
made by the home office. In the audit of the company, the branches are not 
to be visited. What procedure should be followed in verifying the sales and 
the expenses of the various branches? 

41. In a detailed audit of a company, the auditor performed the following work 
in connection with the expense and income accounts: (a) examined all doc¬ 
uments and vouchers, such as sales, purchases, expense vouchers, memos, can¬ 
celed cheques, and so on; ( b) vouched each to the books of original entry 
and to the accounts; (c) verified the footings of all special-column journals 
and traced each posting to the accounts; ( d ) footed all accounts in the gen¬ 
eral and subsidiary ledgers; ( e) verified all adjusting entries and vouched 
them, making all computations for accruals and deferrals; and (/) examined 
all asset and liability accounts to ascertain if any of them might hold possi¬ 
bilities for unrecorded incomes and expenses. His examination of all asset, 
liability, and capital accounts was correctly made. Did the auditor omit any¬ 
thing? 
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audit of, 292—93 

Ad justments 

general, 122—26, 603-4 
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investigations, 14-15 
locale, 57-58 
partial, 11-12 
period to be covered by, 55 
preparation for, by staff of client, 65—67 
profit and loss accounts in general, 575— 
92 

program, 109—27 
purposes, 7-9 

reports, 2, 39, 40, 644-66, 672-07 
starting an, 67-69 
testing of entries in an, 55, chap 6 
time of, 58 

Audit programs 

accounts payable, 473-74 

accounts receivable, 231—32 

bonds payable, 507 

buildings, 406 

capital stock, 534-35 

cash in bank, 190-91 

contingent liabilities, 493 
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AUDITOR— Cont . 

legal liability of, 41-48 
partner, 17 

personal qualifications of, 15—16 
preliminary arrangements with client of, 
53-60 

professional conduct of, 32—37 

relationship with the client, 37-38 

relationship with the public, 41 

selection of, 21-23 

senior, 17-1B 

services of, 1-2 

staff organization of, 16-20 

B 

Bad Debts 

expense, 623, 625, 741 
reserves for, 252-55 
written off, 252-55 

Balance Sheet 

accounts payable, 473-89 
accounts receivable, 255-57 
advances to affiliates, 246 
advances to employees, 248 

audit, 10, 617-31 

bonds, 517—18 
buildings, 433 
capital stock, 534, 548-64 
capital surplus, 54B-51 
comments on, 617-31 
comparative, 619 
consigned goods in, 294-95 
consolidated, 334—35 
contingent liabilities in, 495 
delivery equipment, 433 
discussion of, 601-10, 617—31 
equipment, 433 
fixed assets, 433-35 
form of, 618, 626 
furniture, 433 
goods in transit in, 294 
improvements to leased property, 433 
incoipe tax liability in, 026 
investments, 327-28, 354 
land, 433 
machinery, 433 
mortgages payable, 521 
mortgages receivable, 341-48 
notes and acceptances payable, 466-73 
notes and acceptances receivable, 275—76 
paid-in surplus, 548-51 
prepaid charges in, 364 
reserves for depletion, 432—33 
reserves for depreciation, 433 
retained income reserves, 560-64 
securities owned in, 327-54 
sinking funds in, 348-49, 516 
stock subscriptions in, 248, 530, 537 
supplies in, 377 
surplus, 548-64 
treasury bonds, 513-15 
treasury stock, 533, 534—40 
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of books, 58 

Bank 

certificates, 191-93 
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cheques, 193—96 
overdrafts, 215 
reconciliations, 196-200 
verification of balance in, 191-215 
Bank Drafts 
features, 276 
Bonds 

audit of bonds owned, 337—41 
audit of bonds payable, 505-17 
in balance sheet, 517-18 
cash for redemption of, 348-49 
classes of, 506-7 
confirmation of, 339, 512-13 
currently payable, 489 
discount on, 3B1—83 
interest on, 516-17 
as investments, 337-41 
premiums Dn, 341, 490 
redeemed, 510, 5 1 7 —19 
sinking funds for, 516, 563 
Treasury, 513-15 
trust indenture for, 507-11 
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accounts receivable of, 246—47 
sales from, 744 
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additions to, 407-10 
advances on contracts for, 409 
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appraisals of, 392, 410-11 
audit of, 406-13 

balance sheet classification for, 433-35 
constructed, 409-10 
cost of, 391-96, 405-6 
depreciation of, 393—99, 411—13 
insurance on, 412—13 
mortgages on, 410 
overhead Dn constructed, 409-10 
paid for, in non-cash assets, 401—2 
profit and loss Dn sale of, 413 
reserves for, 392-96 
valuation of, 391—99 
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auditor’s interest in, 141 
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sales of, 721 
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Capital 

additions, 392-93, 407-10 
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corporate, 530-40, 548-64 
expenditures, 292—93 
partnership, 564-67 
reserves, 560-64 
single proprietorship, 567 
stock, 530-40 
surplus, 550-52 
Capital Stock 
audit of, 530-40 
authorized, 530—3B 
balance sheet treatment, 534 
certificates of, 538-39 
charter provisions for, 535 
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Capital Stock— Cont . 
discount on, 531-32 
dividends, 487-BB, 540, 557-60 
issued for assets, 532 
no-par value, 536-37 
options to employees, 532 
outstanding, 535-36, 537-3B 
premium on, 531-32, 537 
records, 536-39 
redemption of, 532-33 
registrar, 537-38 
rights of holders, 538 
sale of, 536—37 
subscriptions, 248, 530-31, 537 
taxes, 539 

transfer agent, 537-38 
treasury, 533-34, 540 
verification of, 530—40 

Cash 

audit of, 190—215 
in balance sheet, 215 
in bank, 190-215 
bank overdrafts, 215 
bank statements of, 191, 196 
checking accounts, 191-211 
cheques, 161, 196-206 
closing of cash books, 209-11 
count, 193 

date of verification of, 196-201 
deposits, 193—96 

disbursements, 95-99, chap. 6, 715-16 
failure to account for, 85-90 
footings, 156—62 

fraud in disbursements, 88-90, 95-99 

fraud in receipts, 85-88, 93-95 

funds, 175-215 

on hand, 196 

imprest funds, 175-83 

internal control, 94-99 

paid cheques, 161-62 

petty, 175-B3 

receipts, chap. 6, 715 

reconciliations, 196-200 

safeguards against fraud in, 77—103 

sales, 156-57, 162-65 

shortages, 85-102, 181 

tests for disbursements, 152—65 

tests for receipts, 1 52-65 

in transit, 193-96 

verification of, 147-67 

witnesses to count of, 156-58, 180, 193 

Certificates 
auditors’, 644—66 
bank, 191-93 
cremation, 515-16 
drafting, 659-60 
examples of, 644—66, 672-707 
of incorporation, 140—41 
inventory, 304-5 
liability, 479, 496 
long, 672-707 
qualified, 651-57 
short, 1, 644-66 

Certified Public Accountant 

ethics of, 32-36 
examination for, 28-30 


Certified Public Accountant— Cont . 

office organization of, 16-20 
Checking 

defined, 52 

of original records, chap. 6 
test, 53, chap. 6 
Cheques 

audit of, 161, 196—206 
endorsements on, 161-62, 201-5 
fraudulent, 88-89 
kiting of, 89, 211-12 
old, 201-6 

outstanding, 161, 193-206 
received, 193-95 
Classes of audits 

balance sheet, 10—11 
cash, 11-12 
continuous, 13—14 
detailed, 11 
general, 10-11 
special, 11-12 
Client 

arrangements with, 53-59 
billing the, 65 

work to be performed by, 65-67 

Coinsurance 
explained, 372 
Collateral 
loan, 271-72 
Comments 

in audit report, 644—66 
Commissions 

audit of, 734 
prepaid, 374-75 
Completing the audit 

procedures, 602-7 

Confirmations 

acceptances payable, 470-71 
acceptances receivable, 269-71 
accounts payable, 478-79 
accounts receivable, 57, 237—44 
audit, 57 

bank accounts, 191 

capital stock, 538 

funded debt, 512-13 

letter of, 59 

mortgages, 521 

notes payable, 470-71 

notes receivable, 269-71 

securities pledged as collateral, 271-72 

sinking fund, 348-49, 512-13 
warehouse receipts, 295 
Consignments 
in, 294-95 
out, 245-46, 720-21 

Containers 
deposits on, 489 

quantity and valuation, 431, 744-45 

Contingency 
reserves, 560-64 

Contingent Liabilities 

accommodation endorsements, 495 
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audit of, 492-95 
balance sheet treatment, 495 
classes of, 492-93 
defined, 492 

discounted receivables, 273-74 
guarantees, 494 
losses on litigation, 494 
sale of mortgaged property, 494 
Contracts 

advances on, 492 
purchase, 295—96, 482—83 
Uncompleted, 723-24 
COPYRIGHTS 

audit of, 454-55 
Cost of Sales 

comments on, 581-83, 727-30 
in detailed audit, 727-30 
statement of, 629, 690, 706 

Crime 

classes of, 83-84 
defined, 83 
detection of, 85—103 

Cross-Indexing 
methods, 127-31 
of working papers, 119-31 
Customer Deposits 
on containers, 431, 489 
with public utilities, 379 

D 

Deed 

of trust, 507-11 
Defective Goods 
treatment of, 736 
Deferred Charges 
audit of, 37B—83 
development costs, 378-79 
leased property improvements, 378 

nature of, 364-65 

organization expenses as, 379—B0 
plant rearrangement, 378 
public utility deposits, 379 
unamortized bond discount and expense, 

381-83 

Deferred Credits td Income 
balance sheet presentation, 492 
collections in advance on contracts, 492 
deferred gross profit on installment sales, 
491-92 

interest received in advance, 491 
redeemable tickets and coupons, 490-91 
rent received in advance, 491 
unamortized bond premium, 490 

Delivery Equipment; see Machinery 

Depletion 
wasting asset, 432-33 
Deposits 

bank, 190—215 
container, 489 
liability for, 489 
public utility, 379 
in transit, 196 
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Depreciation; also see proper asset title 
audit of, 393-96 
consistency in recording, 394—95 
methods, 396—400 
policies, 392-400 
reserves for, 411-12, 427-28 
verification for charges for, 411—12, 
427-28, 734 
Detailed Audit 
defined, 11 

procedure for, 714-45 
Development 

expenses for, 378- 7 9, 737 
Disbursements; see Cash 
Discounts 

bonds payable, 381-B3 

cash, 244-45 
purchase, 481-B2 
sales, 625, 742 
Dividends 

accrued, 487-88 
in arrears, 560 
audit of, 487—BR, 557-60 
authority for, 487-88 

cash, 3 57 
dates, 558 

declaration of, 557-58 

in extractive industries, 432—33 

liability for, 487-88, 557 

payable, 487-88 

sources, 559 

stock, 559 

unclaimed, 448 

Doubtful Accounts 
allowance for, 252-55 
for installment sales, 236, 254 
Duties of Auditor 
junior, 19, 20 

senior, 17—IB, 67—69, 140—42 

E 

Earned Surplus; see Surplus and Re¬ 
tained Income 
Emdezzlkment 
defined, 84 
Employees 

discharging, 97-99 
hiring, 97-99 
paying, 97-99 

Engagement memorandum 
form of, 60, 61 

Entries 

verification of, 53, 54, chap. 6 
Equipment; see Machinery 
Errors 

bookkeeping, B3 
classification, 83 
commission, B3 
□mission, 83 
principle, 83 

Ethics 

professional, 32-36 
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Events Subsequent to Balance Sheet 
Date 

accountant's duties, 604-7 

Expenses 
accrued, 4S3-B7 
administrative, 591, 733—45 
advertising, 739 
alterations, 735 

audit of, 556-58, 583-91, 730-45 
bad debts, 623, 625, 741 
commissions, 734 
cost of sales, 578-80 
delivery, 590, 740 
depreciation, 393-96, 587-BB, 734 
development, 737 

examination of, 10, 11, 556-58, 730—45 

experimental, 378-79, 737 

factory, 582-91, 730-45 

freight-out, 740 

future business, 742 

heat, light, and power, 589, 737 

idle plant, 736 

insurance, 589, 740 

interest, 743 

legal, 742 

maintenance, 5B8, 731-36 
organization, 379-80, 743 
payroll, 583-87, 731-33 
prepaid, 367-77 
rent, 739 

repairs, 588, 735-36 
salaries, 583-87, 733 
sales discounts, 625, 742—43 
selling, 590 
spoiled work, 736 
supplies, 377, 589-90, 738 
taxes, 588-B9, 738 
transportation-in, 729 
traveling, 739-40 
variations in, 577, 5B3 
wages, 583-87, 731-33 
welfare, 7 3 7-3 B 

Extensions 
defined, 52 

verification of, 52, chap. 6 

Extractive Industries 
assets in, 432-33 
depletion, 432-33 

F 

Factory Expenses; see Expenses 

Fees 

audit, 5B, 62 , 65 

Financial Statements 
preparation, 607—10, 617—31 

FINISHED Goods; see Inventories 

Fixed Assets; see Land, Buildings, Ma¬ 
chinery 

audit of, 391-435 
bases of valuation, 391-99 
internal control of, 101 

Fixed Liabilities; see Bonds, Mortgages, 
Notes 


Footings 

examination of, 52, chap. 6 
tests of, 145—46 
Forgery 
defined, 88 

Formulas 
audit of, 457 
Franchises 
audit of, 455 
Fraud 

auditor's duty, 79-80 

definition of, 83-B4 

detection of, B5—90 

discounts in connection with, 86 

embezzlement, 84 

forms of, B5—90 

larceny, 84 

miscellaneous legal consideration of, B3 
prevention of, 85-103 
reasons for, 84—85 

reliance on internal control to prevent, 

79 

Freight 

inward, 583, 729 
outward, 740 
Funded Debt; see Bonds 
Funds 

cash, 175-83, 192-215 
investment, 348—49 
sinking, 348-49 

Furniture and Fixtures; see Machinery 
G 

General Audit 
description of, 10-11 
General Journal 

vouching of entries in, 155—56 
General Ledger 

accounts; see desired account title 
analysis, 119-22 
audit of, chap. 6 

General Report Comments; see Re¬ 
ports 

Goods in Process; see Inventories 
Goodwill 
audit of, 448-50 
valuation of, 449 
working papers, 449 
Gross Profits 

test, 301-2 

Guarantees 
product, 493-94 

H 

Heat, Light, and Power 
audit of, 5B9 

I 

Imprest Funds; see Cash 
Improvements; see Machinery 
INCOME; see also Sales 

audit of, 10, 11, chap. 6, 575-B2, 71B- 

26 



Income— Cont . 

collection on delivery, 720 
during construction, 723-24 
cost of sales, 5 B1-82 
from installment sales, 720 
from investments, 724-25, 727 
of prior periods, 620—25 
purchase discounts, 727 
royalty, 725-26 
sales, chap. 6, 578-80 
sales returns and allowances, chap. 6, 
580-81 

subscriptions, 722 
INCORPORATION 

■ articles of, 140-42 
Indexing 

of working papers, 127-31 
Infringements 
patent, 450-52 
Inspection 
defined, 53 
procedures, chap. 6 

Installment Accounts; see Accounts 
Receivable 
Insurance 
adequacy of, 372 
cash surrender value, 350-52 
coinsurance, 372 
liability for, 371-73 
life, 350-52 

policies as an indication of coverage, 
liens, titles, 369-71 
premiums, 371 
prepaid, 369-72 
Intangible Assets 
audit of, 446-57 
copyrights, 454-55 
formulas, 457 
franchises, 455 
goodwill, 448—50 
leaseholds, 452-54 
licenses, 455-56 
patents, 450-52 

trademarks and trade names, 456 
Interdepartmental Transfers 
profit on, 626-27 
Interest 

accrued payable, 484 

accrued receivable, 275 

audit of, 275, 581, 724-25, 743 

coupons, 515, 517 

expense, 743 

income, 581, 724—25 

on notes receivable, 275 

prepaid, 374 

Internal Accounting Control and 
fraud 

disbursements of cash, 95-96 
in a first audit, 56-57 
inventory control, 99-100 
material purchases, 90-92 
objectives of, 77 
payroll, 97-99 
receipt of cash, 94-95 
reliance on system of, 79 
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Internal Accounting Control and 
Fraud — Cont. 
review of system of, 79-80 
sales, 92-94 

in a small organization, 102-3 
systems of, 77—103 

Internal Control Questionnaires 
accounts receivable, 25B 
capital stock, 541 
cash, 216—1B 
current liabilities, 49B 
expenses, 594 
fixed tangible assets, 434 
general, 113 
intangible assets, 458 
inventories, 320 
investments, 355 
long-term liabilities, 523 
notes receivable, 267 
payroll, 595 
perty cash, 1B4 
prepaid expenses, 384 
proprietorship, ^41 
sales and other revenues, 543 

Inventories of Raw Material, Work 
in Process, Finished Goods, and 
Supplies 
audit of, 283-319 

auditor's duties and responsibilities for, 
284-88, 314-17 
billed and not shipped, 293-94 
book, 290-92 
certificate, 304-5 
clerical accuracy of, 285 
comments in report concerning, 311-12 
consigned, 294-95 
control over, 99-100, 284-300 
cost of, 285-88, 727 
doubtfully marketable, 290 
in financial statements, 317-18 
finished goods, 299-300 
gross profits test for, 301-2 
importance of audit of, 283—BB 
market value, 285-88 
obsolete, 290 

original inventory sheets, 289-92 

physical, 290-93 

pledged, 301 

profit in, 300, 626 

purchase of, chap. 6, 727, 730 

purchase contracts for, 295-96 

purchase cutoff, chap. 6, 293 

quality of, 302 

quantity, 285, 290-93 

raw material, 296—97 

returned, 728 

requisitioning, 92-95, 99-101 

reserves for, 310-11 

sales of, 92-94; see also Sales 

supplies as, 296 

taking of, 291—93 

thefts of, 85, 89-94, 99-100 

in transit, chap. 6, 294 

turnover, 302 

valuation of, 285 

warehouse certificates for, 295 
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Inventories of Raw Material, Work 
in Process, Finished Goods, and 
Supplies — Cont. 
work in process, 297-9B 
working papers, 313, 315, 317 
Investigations 

of accounting systems, 37, chap. 6 
credit, 14-15 
financial, 14—15 

preliminary considerations for, 14-15 
Investments 

affiliated companies, 334-35 
audit of, 328-34 
bonds, 337—41 
classes of, 327-28 
examination of, 327-54 
funds as, 348-49 

income from, 333-34, 340, 34B, 349 
internal control over, 101, 329-31 
life insurance as, 349-54 
mortgages as, 342-48 
not in custody of client, 331—32 
permanent, 327-28 
profit and loss on sale of, 332-33, 726 
reserves for, 336 
sinking funds, 348—49 
stocks, 328-37 
temporary, 327 
valuation of, 327, 336-37 
Invoices 

audit of, chap. 6 
purchase, 147-64 
sales, 162-64 

J 

Journal 

adjusting entries, 123 

examination of entries in, chap. 6, 719 

Judgments 

contingent liabilities for, 493-94 
Junior Accountant 
duties of, 19, 68-69 

K 

Kiting 

of cheques, 89 
test for, 211-12 

L 

Land 

appraised value, 392, 404 
audit of, 402-5 
balance sheet treatment, 435 
carrying charges, 400-402 
cost, 400-402, 404 
mortgages on, 405 
profit and loss on sale of, 413, 726 
title investigation of, 402—4 
valuation of, 404 
Lapping 

of cash and receivables, 87-88, 211 
Larceny 
defined, 84 


LAWSUITS 

contingent liabilities for, 494 
Leaseholds 
audit of, 452—54 
improvements to, 378 
valuation of, 452-54 
Legal 

liability of auditor, 41—48 
Liabilities 
accrued, 483-87 
audit of, chap. 6, 452-54 
certificate of, 496 
contingent, 492-93 
current, 466-97 
fixed, 505-24 

internal control of, 101—2 
unrecorded, chap. 6, 474-83 
Life Insurance 

as an investment, 349-54 
Liquidating Dividends; see Dividends 
Locale 

uf audit, 57—5B 

Long-Term Liabilities; see Bonds, Mort¬ 
gages, Notes 

Losses 

inventory, 317-18 
litigation, 494 

sale Df fixed assets, 413, 726 

M 

Machinery, Equipment, Furniture, 
Delivery Equipment 
additions tD, 392-93 
alterations of, 378 
appraisals of, 392, 410-11 
audit of, 421-35 

balance sheet classification, 433-35 
depreciation of, 393—99, 426—27 
expense accounts in connection with, 425 
fully depreciated, 429 
liens on, 425—26 
obsolete, 396-99 

paid for in non-cash assets, 401-2 
profit and loss on disposition of, 413, 726 
purchased on installment plan, 425—26 
relocation of, 378 
repairs to, 425 
returnable containers, 431 
small tools, 429—31 
valuation of, 420 

valuation allowances for, 393-99, 426- 
29 

Maintenance 

audit of, 425, 588, 735-36 
Marks 

auditors', 118-19, 143 
in books, 118-19 
MATERIALS; see Inventories 
Mechanical 

aspects of auditing, chap. 6. 
MERCHANDISE; see Inventories 
Mines 

depletion, 432—33 
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MINUTES 

auditor’s duties, 140-42 
examination of, 140-42 
Mortgages Payable 

audit of, 518-21 
balance sheet treatment, 521 
classes of, 5IB 

public records in connection with, 511- 
12 

sources of, 518 
working papers, 519 
Mortgages Receivable 
audit of, 342-48 

N 

Notes Payable 

accrued interest on, 472 
audit of, 466-73 
balance sheet treatment, 472-73 
certification for, 470-96 
charges, 469-70 
confirmations of, 470-71 
debit balances in, 479-80 
long-term, 521—22 
proper inclusion, 480-81 
schedules of, 467 
working papers, 468 

Notes Receivable and Acceptances 
Receivable 
accounts, 265 
accrued interest on, 275 
audit of, 265—76 
balance sheet treatment, 275-76 
certificate of, 276 
collateral security for, 271-72 
collectibility, 273 
confirmations of, 269-71 
discounted, 273-74 
dishonored, 265 
doubtful, 274—75 
endorsements, 269 
interest on, 275 
non-trade, 265, 275 
ouc for collection, 269—71 
past due, 271 

pledged as collateral, 271-72 
renewed, 272—73 
reserve for doubtful, 275 
trade, 265 

working papers, 268 

O 

Obsolescence 
fixed asset, 393—99 
inventory, 290 
Officers 

advances to, 248 
Organization Expense 
audit of, 379, 743 
Original Records 

examination of, chap. 6 

Overdrafts 

treatment in balance sheet, 215 
Ownership 
working paper, 40 


P 

Partnership 

agreement, 140—41 

capital audit, 564-67 

purpose of examination of articles of, 

140-41 

Patents 

amortization Df, 450-52 
audit of, 450-52 
valuation of, 450-52 
Patterns 
audit Df, 431-32 
Payrolls 

audit of, 583-87, 731-34 
cash for, 98, 99 

clerical accuracy of, 97-9B, 583-87, 
731-33 

fraud in connection with, 97, 583-87, 
731-33 

internal control of, 97-99 
methods of payment, 98-99, 583-87, 
731-33 

personnel records, 97 
time-keeping for, 97-98 
unclaimed by employee, 488 

Perpetual Inventories, see Inventories 
Petty Cash; sec Cash 
audit of, 175-B3 
Postings 

audit of, chap. 6 
corrections of, 145 
defined, 52 

Preliminary Audit Work 

duties of auditor and client, 53—67, 65— 

67 

Premiums 

bonds payable, 490 
capital stock, 531-32, 537 
Prepaid Expenses 
advances, 375—76 
advertising, 376-77 
audit of, 367-77 
commissions, 374-75 
as current assets, 364 
insurance, 369—72 
interest, 374 
rent, 372-73 
selling expenses, 376 
supplies, 377 
taxes, 373—74 

Professional Conduct of Auditor, 
32-41 

Professional Societies, 31-32 
Profit 

during construction, 723-24 
on sale of fixed assets, 413, 726 
on sale of securities, 332-33. 726 
Profit and Loss Accounts 
detailed audit of, 714—45 
general verification, chap. 6, 575—92 
relationship of, to retained income, 549, 
620-28 
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PROGRAM OF AUDIT; see Audir Program 
PROPERTY; see Fixed Assets 
Proprietorship; see specific class wanted; 

also see Surplus 
Publishers 
copyrights, 454-55 
Purchase Commitments 
audit of, 295-96, 482-83 
reserves for, 295-96 

Purchases of Materials; see Inventories 
allowances, 728 
contracts, 295-96 
cost of, chap. 6, 285—88, 727 
discounts, 481-B2 

in general audit, 90-92, chap. 6, 581- 
82, 716 

internal control of, 90-92 
returns, 728 

Q 

Qualifications 
of auditor, 15, 16 
in reports, 651-57 

QUESTIONNAIRES; see Internal Control 
Questionnaires 

R 

Ratios 

use of, in audit report, 701, 704 
RAW MATERIALS; see Inventory 
REAL Estate; see Land, Buildings 
Receiving Records 

examination of, chap. 6, 290, 293, 294 
Registrar 

for capital stock, 537-38 
Rent 

expense, 739 
income, 725 
prepaid, 372—73 
verification of, 725 
Repairs and Replacements 
audit of, 392-93, 588, 735-36 
Reports 

audit, 2, 644-66, 672-707 
certificates as, 644-66 
comments in, 644-66, 672-707 
conclusions, 648, 688, 693, 706 
confidential nature, 3, 40 
drafting, 659-60 

examples of, 2, 644—66, 672—707 
history of, 660-66 

introduction in, 647, 650, 674, 691, 695 
long-form, 672-707 
without opinion, 657—59 
prepaid expenses in, 364-67 
purposes of, 1, 2 
qualifications in, 651-57 
short-form, 2, 644-66 
statistics in, 680-84 
text of, 647-60, 673-707 
Reserves 

accounts receivable, 252-55 
audit of, 252-55, 561-64 
in balance sheet, 564, 703 


Reserves— Cont . 
capital, 560-64 
contingency, 492-95, 561-62 
depletion, 432-33 
depreciation, 391-432 
equalization, 564 
fire loss, 562 
flood loss, 562 
inventory, 310-11, 562 
sinking fund, 563 
stock redemption, 563 
valuation, 391-432 
verification of, 252-55, 425-29 
Retained Income 
audit of, 553-56 
reserves, 560-64 
Revenues; see Incomes 
Royalties 
accrued, 486-87 
income, 725-26 

S 

Salaries 
accrued, 484 

audit of, 97-99, 4B4, 5B3-B7, 731-34 
payable, 484 
Sales 

allowances, 723 

audit of, chap. 6, 575-82, 714-27 
by-product, 721 
cash, 92-94 

closing d! books, 243—44 
C.O.D. and C.I.F., 720, 723 
consignment, 720 
cost of, 581-82, 727-30 
discounts, 625, 742 
to foreign countries, 247—48 
fraud in, 85-88, 92-94 
future delivery, 721-22 
installment, 491-92, 720 
internal control of, 92—94 
invoices, chap. 6, 716, 718-23 
orders, 92-93, 716, 719 
records, 92-93, 162-64 
returns, 163, 245, 723 
scrap, 721 

subscriptions as, 722 
verification of, chap. 6, 575-82, 714-23 
Sampling 

characteristics, 148-50 
selection, 147-65 
Scrutiny 

defined, 53 

SECURITIES; see Investments 
Securities and Exchange Commissioi 
accountant and, 47—48, 610—14 
capital stock, 531, 532, 535 
capital surplus, 550 
current assets, 257 
financial statements, 606, 609 
fixed tangible assets, 435 
goodwill, 450 

inventories, 2B4, 2B7, 312, 316, 31' 

31B 

investments, 335, 337 
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BCURITIES AND EXCHANGE COMMISSION 
— Cont. 

prepaid expenses, 383 
short-form audit report, 663-64, 666 
qualifications of accountant, 36-37 
treasury stock, 539 
enior Accountant 
duties of, 16, 17, 139—43 
inking Fund 
audit of, 348—49 
ound Value 
i of fixed assets, 391-99 
Standards; see Auditing Standards 
ITATEMENTS 

balance sheet, 607-10, 617-31 
J cost of sales, 629 
income, 607-10, 617-31 
retained income, 607-10, 617-31 
Statistical Data 
use of, in reports, 680—84 
TOCK; see Capital Stock 
UBSCRIPTIONS 

capital stock, 248, 530, 537 
income, 722 

Subsidiary Companies 
stock of, 248, 328-37 

pUPPLIES 

accountants', 67 
factory, 296 

Supporting Schedules 
for working papers, 116-27 

Surplus 

appreciation, 552-53, 554-56 
appropriations, 560—64 
capital, 550-52 
discovery, 550-52 
donated, 550—52 
nature of, 548—52 
paid-in, 550-52 
retained income, 549-50 
statement of, 622-23 

T 

Taxes 

accrued, 484-86 
income, 623-25 
payable, 484—86 
prepaid, 373—76 
social semrity, 485, 487 
verification of, 588—89 
Temporary Investments; see Invest¬ 
ments 

Testing and Sampling 
accounts, 53, 147—65 
cash, 156—65 

general discussion, chap. 6 
general ledger, 150-52 
invoices and payables vouchers, 152-54 
receivables, 243 
Tickets and Coupons 
audit of, 490-91 
Tools; see Machinery 


Trademarks and Trade Names 
amortization of, 456 
audit of, 456 
protection under, 456 
Transfer Agent 
capital stock, 537-38 
Traveling Expense 
audit of, 739-40 
Treasury 
bonds, 513-15 
stock, 533-34, 540 
Trial Balance 

illustrated, 119-22 
testings items in, chap. 6 
Trust Indentures 
auditor’s duty, 507-0B 
contents, 509-11 
illustrated, 509-11 

importance of examination of, 507-8 

U 

Unamortized Discount 
on bonds, 381—83 
Uncollectible Accounts 
charged off, 252—55 
Uncompleted Construction 
contracts, 723—24 
Unexpired Insurance 
audit of, 369-72 
Unrecorded Liabilities 

accounts payable, chap. 6, 480-81 

V 

Valuation 

fixed asset, 391-413 
intangible assets, 444-57 

inventories, 285-88 
reserves or allowances, 391—432 
securities, 327, 336-37 
Verification 

of all entries, 55, 56 
defined, 52 

of extensions, 52-53, 143—44 
of footings, 52-53, 144—47 
of postings, 52-53, 145-46 
Vouchers 

accounting for, 152—55 
approval of, 152-55 
audit of, 152-55 
defined, 52 

examination of, 152—55 
fraudulent, 95-99 
journal, 155—56 
petty cash, 158, 160 
tests of, 147—50 
Vouching 

cash disbursements, 158—62 
cash receipts, 156-5B 
defined, 52 
sales, 162—64 

W 

WAGES; see Payroll 
Warehouse Certificates 
auditor’s inspection of, 295 
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Work in Process, see Inventory 
Working Papers 

adjusting entries on, 119-25 
agenda, 127 
arrangement, 127-30 
content of, 113-27 
filing, 131-33 
general, 113-34 
indexing, 127-31 
leading schedules, 122 
ownership of, 40 
preparation, 116—17 
preservation of, 132-33 
purposes of, 115-16 
superscribing, 118 
supporting schedules, 122-26 
Working Papers Illustrated 
accounts payable, 474 
accounts receivable, 234 
adjusting journal entries, 123 
administrative expense, 591 


advertising, 167 

allowance for depreciation, 40B 
bonds payable, 508 
buildings, 407 
capital stock, 536 
cash, 194, 198, 200, 212 
fixed assets, 124, 125 
goodwill, 449 

illustrative audit papers (separately 
bound ) 

inventories, 303, 313, 314, 315 
investments, 330, 340, 344 
land, 403 

mortgages payable, 518 
notes payable, 468 
notes receivable, 268, 270 
petty cash, 178 
prepaid insurance, 370 
sales, 126 
taxes, 486 

trial balance, 120, 121 




